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sound thinking in the fields of insurance law 
relating to Life, Health and Accident, Fire and 
Casualty, Automobile, and Negligence, and to 
review unfolding developments of interest and 
importance. Thus, the JOURNAL presents 
timely articles on pertinent subjects of insur- 
ance law, digests of recent decisions, com- 
ments on pending legislation and other 
features reflecting the changing scene of 
insurance law. 


In the interest of stimulating current thought 
and frank discussion of significant relevant 
topics in insurance law, the JOURNAL’s pages 
are made freely available. No editorial re- 
sponsibility is assumed for the ideas and opin- 
ions set forth. On this basis contributions are 
invited. 
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The Plan to Tax 


Life Insurance Companies 


Reporting to our readers this month ts 
Charles W. Tye, of Joseph Froggatt & 
Company, Newark, New Jersey. 


HE HOUSE passed H. R. 7201 and 

referred it to the Senate Finance Com- 
mittee which, on July 26, decided to defer 
action on it until next year. Due to the 
importance of this bill, the following re- 
capitulation has been prepared. 


Last December the Curtis subcommittee 
of the Ways and Means Committee held 
public hearings on the proposal to develop 
a permanent formula for the taxation of life 
insurance companies, which formula would 
replace the “stopgap” plans that the life 
insurance industry had been taxed under 
since 1948. 

In January of this year, this subcommittee 
issued a report with the following tentative 
conclusions: 

“(a) That the same tax formula should be 
applied to both stock and mutual companies 
with respect to life insurance business. 

“(b) That the discrimination against in- 
sured plans compared to tax-free trusts in 
the employee pension and profit-sharing area 
be removed. 

“(c) That income from cancelable accident 
and health insurance business carried on by 
life insurance companies be taxed separately 
from income from life insurance business 
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and that it be taxed in the same manner as 
the income of casualty companies is taxed. 


“(d) That the definition of ‘investment 
income’ be changed to include royalty income 
and profits from the temporary operation of 
a noninsurance business. 

“(e) That corrective steps be taken to 
eliminate the problem raised by the occasional 
use of life insurance companies for tax avoid- 
ance purposes.” 

Following these recommendations, Repre- 
sentatives Mills of Arkansas and Curtis of 
Missouri introduced identical bills. The Ways 
and Means Committee considered the Mills 
bill (H. R. 7201) and unanimously recom- 
mended its passage by the House. The bill 
was offered as legislation to provide a perma- 
nent formula for taxing life insurance com- 
panies, but was introduced on a one-year 
trial basis in deference to such a request by 
the Treasury Department. In this regard, 


the committee report which accompanied 
H. R. 7201 states: 

“The bill imposes a tax under the new 
system only for the year 1955 and provides 
that, if the new system is not extended, a 
tax similar to that imposed by the Revenue 
Act of 1942 will come into operation. By 
this action the committee does not intend 
any expression of approval of the tax formula 
provided in the 1942 act, but has provided 
for the application of that formula to 1956 
because it is the method of taxing life insur- 
ance companies under the law as of the 
present time. The so-called stopgap formula 
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in use since 1950 has not been extended be- 
yond 1954. 


“The tax formula for 1955 provides only 
the first step in the transition to the system 
envisioned by the bill. The l-year technique 
is applied to insure that the operation of 
the new system will be carefully examined 
at the end of the period, and that the 
suggestions and recommendations of the 
Secretary of the Treasury has no objection 
to the enactment of H. R. 7201. However, 
he that a continuing study 
made toward the development of a method 
of taxing life insurance companies like other 
business, on the basis of their entire income 
from all The Treasury Depart- 
ment is impressed with the need for a fair 
and sound approach to the problem: of 
taxing life insurance companies and is cog- 
nizant of the special situation of life insur- 
ance companies and their responsibilities to 
policyholders, but believes that the tax im- 
posed upon such companies should be fairly 
distributed among companies in the indus- 
try, and should be fair in relation to the 
tax burden of other savings institutions 
and taxpayers generally.” 


The new tax formula continues to dis- 
regard underwriting gains and losses in the 
determination of taxable income because of 
the inherent difficulties of taxing life in- 
surance companies on the regular corporate 
basis. This has been the traditional ap- 
proach since 1921 in view of the following 
three factors: 


suggests be 


sources. 


(1) Measurement of life insurance income 
requires assumptions as to future expenses 
and income. The variety of assumptions 
used in practice makes it difficult to desig- 
nate what part of current receipts is truly 
required to be reserved and what part 
is surplus. 


(2) The annual accounting period, which 
is applied to business in general, is not a 
suitable measure of the income from issuing 
life insurance contracts, which by their 
nature may span many decades. 


(3) The differences between mutual and 
insurance 


stock life companies make it 
dificult to devise a tax base which does 
not create competitive inequalities. 


The bill makes substantial changes, how- 
ever, in the treatment of investment income 
and the taxation of income from nonlife 
insurance business. The principle of de- 
ducting a fixed percentage of net invest- 
ment income is applied to the regular life 
business, with higher deduction ratios al- 
lowed to policies under qualified employee 


Report to the Reader 


THIS ISSUE IN BRIEF 
As you read this issue you will learn 
that: 

Sas Application of the principle of 
the MacPherson v. Buick Motor Com- 
pany case has actually brought all 
articles which become dangerous if 
negligently made into the class of “in- 
herently dangerous” things. Page 519. 
Excess liability decisions usually 

| adopt and are founded upon either the 


“bad faith” or “negligence” theory. 

Page 525. 
|} . . . “Hidden liabilities’ are dis- 

coverable by insurance agents and 


brokers who have an understanding 
of legal relationships such as that of 
| landlord and tenant. Page 531. 
| . . . In the area of tax law dealing 
| with private or noncommercial annuity 
transactions, large areas of uncer- 
tainty are confronting the transferee- 
obligor. Page 540. 
In Arizona group insurers must 
continue insurance on an individual 
| basis should the employer discontinue 


his membership in the association. 
Page 563. 

Negligence may not be _ in- 
ferred from the fact alone that an 


infection followed a plastic surgery 
»peration. Page 569. 


A recurrence of an illness for | 
which the insurer had previously | 
paid the maximum amount under | 


the policy was held to be a new sick- 
| ness, and the insured was entitled to 
recover benefits again. Page 572. 
Where the only proof of theft 
| was an extrajudicial confession by 
| the insured’s employee, the insured 
| had no cause of action under his theft 
policy against the insurance company. 
Page 574. 





pension plans and annuities and policy- 
holder deposits. Thus, the rate will vary 
between companies, depending on the types 
of business done. Special treatment is also 
accorded accident and health business and 
broadens the definition of investment in- 
come to include oil royalties and all other 
incidental investment income. The bill also 
corrects certain abuses, and the committee 
report comments as follows in this regard: 

“The bill makes several changes in pres- 
ent law designed to prevent abuses of the 
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special tax treatment permitted in the 
of life insurance companies. One of these 
new provisions is an overall ceiling im- 
posed upon the reserve and other policy 
liability deduction. That deduction, in gen- 
eral, is determined by means of specified 
percentages of net investment income and 
serves in lieu of a deduction for the actual 
commitment each company to pay and 
accrue interest. But if, on the basis of its 
actual commitments, the investment income 
is far greater than what is necessary, in- 
stead of deducting the normal percentage, 


case 


of 


say 85 percent, of this large investment 
income, a ceiling for the deductions is im- 
posed.. The ceiling is roughly 200 percent 


of the interest requirements on life insur- 
ance reserves plus the actual interest com- 
mitments on contracts not involving life 
contingencies, plus dividends to policy- 
holders. 

“In this computation, it is provided that 
the interest on life insurance reserves to 
the extent that those reserves are matched 


by policy loans may be taken at only 100 
percent and not 200 percent. This is de- 
signed to prevent the abuse of creating 


more or less fictitious life insurance reserves 
by selling insurance policies where a policy 
loan is extended immediately for almost 
the full amount of the premium. 


“Another new provision deals with the 
definition of a life insurance company. 
Under present law, an insurance company is 
denominated a life insurance company if 
more than 50 percent of its reserves are 
life insurance reserves. This rule is con- 
tinued but a modification is provided. Under 
present law a company finding its reserves 
other than life (generally accident and 
health insurance reserves) rising over 50 
percent can avoid taxation as a casualty 
insurance company by ‘manufacturing’ life 
insurance reserves through the device of 
selling insurance policies and extending 
policy loans to the amount of the reserves 
‘set up on these policies. This is a paper 
transaction to disguise the true character 
of the company. The bill would remove 
the amount of policy loans from both life 
reserves and total reserves and apply the 
50 percent test as though these transactions 
had never occurred. 


“The inclusion in the bill of a definite 
formula is not intended to affect the general 
principles of law under which sham trans- 
actions may be disregarded. Furthermore, 
it should be pointed out that the formula 
is not confined to situations similar to that 
described above, since its application is 
generalized to all policy loans whether or 
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not they arise in the normal course of 
operations. It is considered that, to the 
extent a life insurance company lends money 
to a policyholder, it is creating a position 
similar to that which would have existed 


if it had initially sold him a policy involving ] 


a lower net reserve. 

“There is a potential abuse situation in 
the case of the so-called captive insurance 
companies. It may be possible for a finance 
company, for example, to establish a sub- 
sidiary life insurance company that will 
issue life insurance policies in connection 
with the business of the parent. If the 
subsidiary charges excessive premium on 
this business, a portion of the income of 
the parent company can be diverted to the 
life insurance company. It is believed that 
section 482 of the Internal Revenue Code 
of 1954 (relating to allocation of income 
and deductions among related taxpayers) 
provides the Secretary of the Treasury 
ample regulative authority to deal with this 
problem.” 


The definition of a life insurance come 
has not been materially changed by 
new bill. A company is still treated as a 
life insurance company if more than 50 
per cent of its total reserves are life insur- 
ance reserves or certain reserves on non- 
cancelable accident and health insurance 
The amount of these reserves is computed 
as the mean of these reserves at the begin- 
ning and end of the taxable year, which 
corresponds to the present practice of the 
Internal Revenue Service in applying this 
definitional test. However, a new element 
in the definition of a life insurance company 
has been introduced. In this connection, 
under the definition, an insurance company 
in computing its life insurance reserves to 
determine whether it qualifies as a life 
company must reduce life insurance 
reserves and its total reserves by an amount 
equal to the mean of the aggregates at the 
beginning and end of the taxable year of 
the policy loans outstanding with respect 
to contracts, for which life insurance re- 
serves are maintained. The term “policy 
loans” is intended to include loans made 
by the insurance company, by whatever name 
called, for which the reserve on a policy 
is the collateral. This new rule is intended 
to prevent a company which finds its re- 
serves, other than life, exceeding 50 per 
cent from still qualifying as a life company 


its 


by manufacturing life insurance reserves 
through the device of selling insurance 


policies and extending policy loans to the 
amount the reserves set up on these 


(Continued on page 568) 
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Important Federal Bills 
Held Over’ in Congress 


The bill which would liberalize and extend 
the social security program (H. R. 7225) 
has been held over until the next session of 
Congress. It had been passed by the House 
and referred to the Senate Finance Commit- 
tee, which decided to defer action on it until 
all interested persons and groups had been 
given an opportunity to study the proposed 
changes, formulate their views and give 
testimony. 


Rates to support the program would be 
increased, stepping up from 2 to 2.5 per cent 
in 1956, making a combined employer and 
employee tax of 5 per cent. The combined 
rates would then go to 6 per cent in 1960, 
7 per cent in 1965, 8 per cent in 1970, and 
9 per cent in 1975. Self-employed individuals 


would continue to pay one and one-half 
times the emplovee rate. 
The proposed amendments would also 


liberalize benefits. The eligibility age for 
women would be reduced from 65 to 62 
years, disabled insured workers could qualify 
for benefit payments at age 50, and dis- 
abled children would continue to receive 
benefits after they reached the age of 18. 

Coverage would be extended to optome- 
trists, dentists, lawyers, veterinarians, chiro- 
practors, naturopaths, osteopaths, TVA and 
Home Loan Bank employees and gum naval 
store workers. Self-employed physicians would 
continue to be excluded. 

The stature of individuals who operate 
farms with the owners or tenants of those 
farms under share-farming arrangements 
would be clarified by other amendments which 
specify that such individuals shall be con- 
sidered as self-employed for purposes of 
old-age and survivors insurance coverage. 


What the Legislators Are Doing 
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Consideration of the bill taxing insurance 
companies (H. R. 7201), which was discussed 
in last month’s JoURNAL, was postponed until 
next session, since the Senate Finance Com- 
mittee decided more study of the measure was 
needed. 


Consolidated annual social security and 
income tax reports, in lieu of the present 
detailed quarterly wage reports, have been 
jointly proposed by the Treasury Department 
and the Department of Health, Education, 
and Welfare. This plan, provided for in 
H. R. 7770, was also held over for consid- 
eration at the next session of Congress. 


State Legislation 


Accident and Health Insurance 

At the close of the 1955 legislative session 
the uniform individual accident and sickness 
policy provisions law model bill will be 
enacted in 41 jurisdictions, including 39 
states, Hawaii and the District of Columbia, 
according to a policy form chart published 
by the Health and Accident Underwriters 
Conference. 

It indicates that all jurisdictions except 
Minnesota and Missouri will now accept and 
approve accident and sickness policies con- 
taining the new uniform provisions. The 
time limit for change-over to the new law 
varies from one to five years. By July 1, 
1956, the new uniform policy provisions law 
will be mandatory in 20 jurisdictions. 


Doing Business 

California . . . Two domestic reciprocal 
insurers, upon affirmative vote of not less 
than two thirds of the subscribers of each 
insurer (pursuant to due notice and prior 
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approval by the Commissioner of the terms 
of the notice and the manner of voting), 
may merge. The Commissioner has power 
to disapprove any plan which is inequitable 
to subscribers. Chapter 1627, Laws 1955, 
A. B. 506, approved July 5, 1955, effective 90 
days after adjournment. 


Connecticut . . . The rights of a person 
entitled to succeed upon the death of another 
person to an interest in an insurance, annu- 
ity or endowment contract, or in an employee 
pension, death benefit, stock bonus or profit- 
sharing plan, system or trust, are not subject 
to any statute or law governing the transfer 
of property by will, even though the interest 
is revocable. Public Act 424, Acts 1955, 
H. B. 971, approved and effective July 8, 195 








Delaware . Insurance companies are 
prohibited from asserting the defense of 
sovereign immunity where employees or 
property of the state, or any political sub- 
division thereof, are insured. Laws .1955 
S. B. 424, approved and effective July 18, 1955. 





Florida . . . In regard to indemnity and 
surety insurance, provision has been made 
for notice of bankruptcy or insolvency of 
insurers to be given to policyholders. Laws 
1955, S. B. 192, approved and effective June 
15, 1955. 

Delivery of a contract of fire or casualty 
insurance as an inducement for or incident 
of a sale of property in the state constitutes 
the negotiation, sale and delivery of a con- 
tract of insurance in the state, and is subject 
to the laws of the state regardless of where 
the contract is issued. Laws 1955, S. B. 505, 
approved and effective June 15, 1955. 


Kansas . . . The provisions relating to 
reciprocal or interinsurance contracts have 
been changed to allow a reciprocal exchange, 
having a surplus equal to the capital and 
surplus required of a domestic stock insur- 
ance company transacting the same kind 
of business, to provide for the issuance of 
a nonassessable policy. Laws 1955, H. B. 
437, approved April 5, 1955, effective upon 
publication in the statute book. 


Financial Responsibility Acts 


California . . . Security deposited after 
an accident is now available for payment of 
any settlement agreement covering any claim 
arising out of the accident, or for the pay- 
ment of any final judgment rendered as a 
result of default under any duly acknowledged 
settlement agreement. Chapter 1416, Laws 
1955, A. B. 1819, approved June 27, 1955, 
effective 90 days after adjournment. 
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Florida . . . Important changes were 
made by the new financial responsibility law, 
The liability minimums were raised to $10,000 
for injury to one person in one accident, 
$20,000 in case of two or more persons in 
one accident, and $5,000 for property dam- 
age. Formerly, the limits, respectively, were 
$5,000, $10,000 and $1,000. The cash or se- 
curity deposit was raised from $11,000 to 
$25,000. The suspension period of a license 
was reduced from five to three years. Laws 
1955, S. B. 81, approved June 23, 1955, pro- 
visions relative to appropriations effective 
July 1, 1955, remainder of the act effective 
October 1, 1955. 

Michigan . . . The liability minimums, 
as in Florida, have been raised to $10,000, 
$20,000 and $5,000. Formerly they were $5,000, 
$10,000 and $1,000. A deposit of security 
under the financial responsibility law is not re- 
quired where a person involved in an acci- 
dent fails to submit information, within 50 
days after the date of the accident, sufficient 
for evaluating injuries or damages. Public 
Act 222, Acts 1955, H. B. 396, approved June 
18, 1955, effective 90 days after adjournment. 


Oregon . . . A completely new financial 
responsibility law has been passed. One of 
the changes made has been to raise to $2,000 
the maximum security deposit required to 
cover injury to or destruction of property in 
any one accident. Chapter 429, Laws 1955, 
S. B. 292, approved May 4, 1955, effective 90 
days after adjournment. 


South Dakota . . . Proof of financial re- 
sponsibility must be made within 20 days 
after conviction under the traffic regulations, 
Laws 1955, H. B. 911, approved March 8, 
1955, effective July 1, 1955. 


Wisconsin . . . Persons renting motor 
vehicles for compensation must file, with 
the motor vehicle department, bonds cover- 
ing the vehicles for $10,000 for injury to one 
person in one accident, $20,000 in case of 
two or more persons in one accident, and 
$5,000 for property damage. Where the vehicle 
is rented outside the state, the lessor is di- 
rectly liable unless the above coverage is 
shown. The fact that the rented vehicle is 
operated in Wisconsin contrary to any agree- 
ment with the lessor is not a defense to any 
liability imposed by this law. Chapter 316, 
Laws 1955, S. B. 85, approved June 22, 1955, 
effective day after publication in official 
state paper. 


Insurance Litigation 


Delaware . . . In regard to completing 
service in the case of a nonresident owner, 


(Continued on page 561) 
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Liability of Manufacturers of Home Furnishings 


for Harm Done by the Product 


By EDDY S. FELDMAN 


ITIGATION in which manufacturers 

of furniture and other home furnishings 
are defendants because of injuries to users 
of their products is increasing daily. The 
discussion of liability for such injuries in 
legal and insurance circles is so frequent 
that it is appropriate at this time to review 
the legal position of furniture manufacturers 
as it has changed slowly over the past sev- 
eral decades and swiftly over the past few 
It may be helpful, too, to analyze 
these developments with the objective of 
trying to predict what is likely to be that 
position in the future. Further, some sug- 
gestions will be made as to the steps to be 
taken to protect the producers from the 
hazards which will presently be described. 


years. 


This review will be confined to the manu- 
facturers’ liability to users of their products 
other than the persons who are their im- 
mediate vendees—in a phrase, “products 
liability.” It is not the wholesaler, job- 
ber or dealer who will usually be the per- 
injured. Rather, we are concerned 
with the ultimate user or consumer. The 
manufacturer is concerned, of course, be- 
cause the injured plaintiff will seek to ob- 
tain a judgment against the person who is 
most likely to be able to pay it. Hence 
the attempt to hold the manufacturer liable, 
even though the manufacturer has never 
dealt with this consumer-plaintiff directly, 





son 


1William L. Prosser, Handbook of the Law 
of Torts (1941), p. 666. See, for a humorous 
treatment of the subject, S. J. Perelman, ‘‘Come 
on In, The Liability’s Fine,’’ The New Yorker, 
June 6, 1953, p. 37. 


Manufacturers’ Liability 





A monograph on this subject was 
recently prepared by the author 
for the Furniture Manufacturers 
Association of Southern Califor- 
nia. He has enlarged the paper 
and added many citations to it. 


and though they may be far removed from 
each other in terms of both space and time. 


BASIS OF LIABILITY 


Historical Background 

The law which deals with liability for these 
injuries is in an interesting state of develop- 
ment, with most of this development leading 
to greater accountability by producers and 
sellers to the users. “In the case of the 
sale of chattels, both the English and Ameri- 
can law have broken almost entirely away 
from the ancient rule of caveat emptor, that 
the buyer must make his own inspection, 
rely upon his own judgment and assume the 
risks of any defects in what he buys, which 
still is applied to the sales of real property.” * 
Our social philosophy has changed over 
the years from an attitude of shielding the 
manufacturers and sellers from responding 
in damages to persons whom they did not 
know and who might be hundreds of miles 
away from the factory or the store. Enter- 
prise liability? is now generally recognized 
2 “Enterprise liability’’ is a phrase apparently 
originated by Professor Albert A. Ehrenzweig of 
the University of California Law School in his 


brilliant and much referred to monograph, 
Negligence Without Fault (1951). 
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° 

The author is a member of the Califor- 
nia and Illinois bars, and is executive 
secretary, Furniture Manufacturers 
Association of Southern California. 


to be based upon the principle that a manu- 


facturer or dealer has a responsibility to 


the ultimate consumer “based upon nothing 
more than the sufficient fact that he has so 
dealt with the goods that they are to come 
into the hands of another, and to do harm 
if they are defective.” * 


The late Mr. Justice Jackson, dissenting 
in a recent Supreme Court decision con- 
cerning the Texas City disaster litigation, 
described the necessity for this greater ac- 
countability in his usual vivid way:* 


“This is a day of synthetic living, when 
to an ever-increasing extent our population 
is dependent upon mass producers for its 
food and drink, its cures and complexions, 
its apparel and gadgets. There are no longer 
natural or simpie products but complex ones 
whose composition and qualities are often 
secret. Such a dependent society must ex- 
act greater care than in more simple days 
and must require from manufacturers or 


3 Prosser, work cited at footnote 1, at p. 674. 
See generally the following literature (not 
referred to elsewhere below) bearing on the sub- 
ject of product or enterprise liability: Restate- 
ment of the Law of Torts, Secs. 394-402; State 
of New York Report of the Law Revision Com- 
mission for 1943, Products Liability for Breach 
of Warranty and Negligence, p. 413; Bohlen, 
“Liability of Manufacturers to Persons Other 
Than Their Immediate Vendees,’’ 45 Law Quar- 
terly Review 343 (1929); Cohen, ‘‘Negligence 
Law in Europe,’’ 1953 Insurance Law Journal 
7 (February); Feezer, ‘‘Manufacturer’s Lia- 
bility for Injuries Caused by His Products: 
Defective Automobiles,’’ 37 Michigan Law Re- 
view 1 (1938); Feezer, ‘Tort Liability of Manu- 
facturers and Vendors,’’ 10 Minnesota Law 
Review 1 (1925); Jeanblane, ‘‘Manufacturers’ 
Liability to Persons Other Than Their imme- 
diate Vendees,’’ 24 Virginia Law Review 134 
(1937); Llewellyn, ‘“‘On Warranty of Quality, 
and Society,’’ 37 Columbia Law Review 341 
(1937); Mahlon, ‘‘Theories of Action in Prod- 
ucts Liability Litigation,’’ 1947 Insurance Law 
Journal 30 (January); Noel, ‘‘Products Lia- 
bility of a Manufacturer in Tennessee,’’ 22 
Tennessee Law Review 985 (1953); Seavey, 
‘“‘Negligence — Subjective or Objective?’ 41 
Harvard Law Review 1 (1927); Seavey, ‘‘Mr. 
Justice Cardozo and the Law of Torts,’’ 52 Har- 
vard Law Review 372 (1939). 

4 Dalehite v. U. 8., 1 Negligence Cases (2d) 
1080, 346 U. S. 15, 51, 73 S. Ct. 956, 976 (1953). 

5 The Common Law (1881), p. 1. ‘‘The final 
cause of law is the welfare of society.’’ Benja- 
min N. Cardozo, The Nature of Judicial Process 
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producers increased integrity and caution as 
the only protection of its safety ... .” 

When one gives the matter some thought, 
it does become apparent that there are op- 
portunities enough in the manufacture of 
furniture, bedding equipment and _ appli- 
ances, or in fork lifts, scaffolds and step 
ladders to create defects which can lead to 
bodily harm. A spring may fly from a divan 
and strike someone in the eye; a bed slat 
may break, sending a pregnant woman to 
the floor with a crash; the catch on a gar- 
den chair may snap quickly, cutting off a 
finger of the unlucky home owner; a rung on 
a stepladder may fracture, causing the 


window-washer to fall to the ground sey- | 


eral feet below with not a little damage to 
his sacroiliac; the panel raiser head on a 
shaper machine may disintegrate, tearing the 
hand of the operator badly. 


Our mores will determine who should bear 
the burdens of the losses caused by these in- 
juries. The task of the law is to shape 
theories and thus the procedures by which 
these objectives are translated into social 
action. “The life of the law,” said Mr. 
Justice Holmes, “has not been logic; it has 
been experience.” ® 

In any event, in the early years of the 
nineteenth century there seems to have ob- 
tained a body of judicial opinion in England 
and the United States which held to the 


(1921), p. 66. Experience shows that there is 
very little which goes into a home which is not 
a potential source of injury: Rowan v. Amos- 
keag Manufacturing Company, 79 N. H. 409, 
109 Atl. 561 (1920) (plaintiff stood on the cover 
of a bathtub, but in getting off seat on the 
projecting end fell to the floor). Compare this 
case with Phillips v. Ogle Aluminum Furniture, 
Inc., 19 Negligence Cases 1070, 106 Cal. App. 
(2d) 650, 235 Pac. (2d) 857 (1951); Lill v. Mur 
phy Door Bed Company of Chicago, 290 IIl. 
App. 328, 8 N. E. (2d) 714 (1937) (wall bed 
collapsed); Felshin v. Sir, 6 Negligence Cases 
1033, 5 So. (2d) 600 (1942) (Fla.) (floor covering 


slipped); Newell v. Weisman, 113 Conn. 744, 
156 Atl. 885 (1931) (clothes drier collapsed); 
Shaefer v. Investors’ Company of Oregon, 150 
Ore. 16, 41 Pac. (2d) 440, 97 A. L. R. 2138 


(1935) (hand and fingers caught between rollers 
of power driven clothes wringer); Nelson v. 
Myers, 94 Cal. App. 66, 270 Pac. 719 (1928) 
(death caused by automatic gas heater); Auld 
v. Sears, Roebuck & Company, 5 Negligence 
Cases 382, 261 App. Div. 918, 25 N. Y. §&. 
(2d) 491 (1941) (washing machine); Harmon v. 


M. H. Sherman Company, 1 Negligence Cases 
126, 29 Cal. App. (2d) 580, 85 Pac. (2d) 205 
(1938) (user scalded by hot water rising out 


of toilet bowl when she flushed it); Samuels v. 
A, M. Realty Company, 165 N. Y. S. 979 (1917) 
(water tank fell on plaintiff while toilet was 
being used); Kleinberg v. Lyons, 39 Ga. App. 
774, 148 S. E. 535 (1929) (scalding steam from 
radiator); Williams v. Mayes, 46 Ga. App. 142, 
166 S. E. 876 (1932) (niece of tenant drank 
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belief that industrial and commercial prog- 
ress would be stifled if the entrepreneurs 
were saddled with too heavy liabilities for 
the injuries caused by the things which 
they produced. The law, therefore, de- 
veloped restrictions against plaintiffs who 
were injured by such products if these 
plaintiffs were too remotely related to the 
manufacturers.” 

This opinion is well illustrated, indeed 
formulated, by a famous English decision * 
inthe year 1842. A gentleman whose name 
was Wright made a contract with the Post- 
master General of England to supply mail 
coaches and keep them fit. Winterbottom 
was a coach driver for a firm which had 
a contract with the postmaster general to 
deliver the mail in these coaches. One fall 
day in 1840 Winterbottom was thrown from 
his coach when it gave way and he was 
rather badly hurt.” He sued Wright, the 
supplier of the coach. 

Observe that Winterbottom, the driver, 
was no party to a contract with the defendant- 
supplier to keep the coach in good repair. 
The court found this a fatal defect in the 
plaintiff’s pleading, for the judges could not 
find any duty of care which the supplier 
owed to this man. And if there was nc 
duty, there could have been no breach of 
duty for which the plaintiff could recover 
for his aches and pains, doctor’s bills and 
loss of future earnings. In the course of 
his opinion, Lord Abinger declared: 

“There is no privity of contract between 
these parties; and if the plaintiff can sue, 








every passenger, or even any person passing 
alohg the road, who was injured by the 
upSetting of the coach, might bring a similar 
action. Unless we confine the operation of 
such contracts as this to the parties who 
ertered into them the most absurd and out- 
rageous consequences, to which I can see 
no limit, would ensue.” ® 

- Baron Alderson seconded this with his 
iwn remarks, adding them, as has been 

ryly said, “in terrorem’”:” “If we were to 
old that the plaintiff could sue in such a 
case, there is no point at which such actions 
would stop. The only safe rule is to con- 
‘fine the right to recover to those who enter 
nto a contract; if we go one step beyond 
that, there is no reason why we should not 
go fifty.” 


Now this decision appears to have gone 


’ no further than to hold that no action by a 


third party against the coachmaker could 
be maintained on the coachmaker’s contract 
with the postmaster general. However, it 
has been universally misinterpreted,” and 
the dicta of the judges were taken to 
mean that there could be no action even in 
tort and even if the chattel had been in a 
defective condition when it was supplied. 
Springing from this decision, there devel- 
oped a general rule which has prevailed 
until quite recent years, that the original 
seller of goods was not liable for damages 
caused by their defects to anyone except 
his immediate buyer. 

Thus, the early law barred a person who 
was injured by a manufacturer’s product 





(Footnote 5 continued) 
water into which methylchloride from refriger- 
ator had escaped); King v. Wiesel, 6 Negligence 
Cases 185, 67 R. I. 182, 21 Atl. (2d) 262 (1931) 
(scalding water from shower bath); Segal v. 
Carroll Furniture Company, 51 Ga. App. 164, 
179 S. E. 775 (1935) (injuries from bed which 
collapsed); Wood v. General Electric Company, 
159 Ohio St. 273, 112 N. E. (2d) 8 (1953) 
(electric blanket caused destruction of house- 
hold and personal property to alleged damage 
of $36,189.28): Willey v. Fyrogas Company, 363 
Mo, 406, 251 S. W. (2d) 635 (1932) (death from 
exploded hot water heater); Byers v. Flusho- 
valve Company, 160 F. Supp. 1050 (1916) (in- 
jury to hand from breaking of knob at end of 
handle of a valve used to flush toilets); Clark 
v. Standard Manufaciuring Company, 8 N. J. 
Misc. 284, 149 Atl. 828 (1930) (injury to hand 
from broken porcelain handle on bathroom sink 
faucet). 

‘“For the reason that in the cases of the 
character which have been mentioned the nat- 
wal and probable effect of the negligence of 
the contractor or manufacturer will generally 
be limited to the party for whom the article is 
constructed, or to whom it is sold, and, perhaps 
More than all this, for the reason that wise and 
conservative public policy has impressed the 
courts with the view that there must be a fixed 
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and definite limitation to the liability of manu- 
facturers and vendors for negligence in the con- 
struction and sale of complicated machines and 
structures which are to be operated or used by 
the intelligent and the ignorant, the skillful and 
the incompetent, the watchful and the careless, 
parties that cannot be known to the manufac- 
turers or vendors, and who use the articles all 
over the country hundreds of miles distant from 
the place of their manufacture or original sale, 
a general rule has been adopted and has become 
established by repeated decisions of the courts 
of England and of this country that in these 
cases the liability of the contractor or manu- 
facturer for negligence in the construction or 
sale of the articles which he makes or vends is 
limited to the persons to whom he is liable 
under his contracts of construction or sale. 
ae ; Sanborn, Circuit Judge, in Huset v. 
J. I. Case Threshing Machine Company, 120 F. 
865, 867 (1903). 

* Winterbottom v. Wright, 10 M. & W. 109, 
152 Eng. Rep. 402 (1842). 

8’ He claimed he was ‘‘lamed for life.’’ 

® Case cited at footnote 7. 

10 Work cited at footnote 2, at pp. 28-29. 

™ Prosser, work cited at footnote 1, at p. 674; 
and see the analyses by Lord Atkin in Donoghue 
v. Stevenson, [1932] A. C. 562, 589. 
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which he had not purchased from the manu- 
facturer himself, first in contract (because 
there was no contract between the user and 
the manufacturer) and, second, in tort (be- 
cause the manufacturer owed no duty of 
care to the user who was not an immediate 
vendee, that is, was not a party to a contract 
of sale with the manufacturer). 


Plainly these restrictions were harsh ones. 
And, as our society has developed economi- 
cally and financially to the point where there 
is no longer any fear that its growth and 
progress will be stifled by a stricter liability, 
the reasons for the restrictions have begun 
to fade away. A time arrived—not to be 
precisely dated, of course—when it became 
obvious and necessary that there would 
have to be a shifting of the burden of losses 
from the injured persons who had been 
bearing it completely, so as to spread it 
a bit more equitably among those who were 
responsible for those losses, namely, the 
producers. How this has been happening 
is really the point of this narrative. 


Negligence Liability 


The producer’s negligence liability for 
defects and the seller’s implied warranty for 
the fitness of his merchandise under the law 
of sales are the principal legal devices for 
compensating the consumer for injuries due 
to the hazards of modern production and 
distribution of goods. We shall take up 
negligence liability first. 

If a user of the manufacturer’s product 
is to recover in negligence for injuries he 
has suffered by the use of that product he 
must convince the court that the producer 
has broken a duty of care owed to the user 
either arising out of a contract, or arising 
from some other obligation imposed by law. 
This would make it appear that negligence 
is conduct of some kind, which it is. But 
it is not conduct in the abstract; it is, rather, 
conduct in relation to a specific situation 
confronting the producer. The elements 
of negligent conduct are (1) a legal duty 
to conform to a standard of conduct for the 
protection of others against unreasonable 





risks; (2) a failure to conform to the stand. 
ard; (3) a reasonably close causal connection 
between the conduct and the resulting in. 
jury; and (4) actual loss or damage resulting§ 
to the interests of another. More concisely 

there must be a duty and a breaking of the 
duty, and the breaking must be caused by} 
the manufacturer, resulting in injury t 

users of the manufacturer’s products.” 










































If any of these elements is missing, the 
plaintiff may be out of court, for he will not 
have made out the elements of a prima-facie 
case. 


Duty.—Whether a manufacturer will be 
liable to a user of his product in tort for 
negligence will depend, in part, as we have 
seen, upon whether there has been imposedf 
a duty of care not to injure that user. The 
plaintiff must be within the class of persons 
to whom the duty—to exercise reasonabk 
care to make the item safe for the use for 
which it is supplied—is owed, and no action 
may be founded on a duty to another person 
or group of persons. Since the user of the 
product is not likely to have had any con- 
tact with the manufacturer at all, there is 
probably no contract between them fron 
which any duty could be deduced. Since 
Winterbottom v. Wright was supposed t 
have held that the producer had no duty 
to a user not a party to a contract with him 
the courts limited his duty of care to thef 
immediate vendee. The limits of the producer’ 
liability for negligence and for breaches of 
contract in cases of this character were held 
to be identical.” The result of all this was} 
that users who without any fault of their 
own were injured as a result of the negligence 
of the manufacturer while using his prod: 
ucts for the purpose for which they were 
made could not recover because the mant- 
facturer owed no duty of care to them as 
strangers. 

This rule of law became quite fixed—so 
much so that the courts, rather than upset 
it when the occasion seemed to justify an 
other result, engrafted exceptions to it.™ 

Where the manufacturer knows that the 
product is defective and thus dangerous for 





122 ‘*Put even more briefly, there is a tort when 
the defendant’s violation of duty has caused 
harm to the plaintiff. And this is about all 
there is to the legal concept we call negligence. 
But note here that the harm element, as well 
as the proximate cause idea, is, after all, im- 
plicit in the duty concept. That is to say, 
harm to be significant, must be legal harm. 
There is no legal harm unless the harm com- 
plained of is within the scope of the duty. 
Hence a negligence case may be reduced to two 
parts. Of course, as in any case, there are two 
parts, law and fact, and as applied to negli- 
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gence these two parts are: duty as a matte 
of law, and the violation as a matter of fact 
The remaining question, once defenses are dis 
posed of, is how much damages.”’ Feezer, “A 
Circle Tour Through Negligence,’’ 27 New York 
University Law Review 647 (1952). 

13 Case cited at footnote 6. 

14 Baron Alderson in Winterbottom v. Wrighi, 
cited at footnote 7, in his opinion denying re 
covery to the injured plaintiff said: ‘‘The only 
real argument in favor of the action is, that 
this isa case of hardship ... .” 
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its intended use, and fails to disclose that 
fact to the dealer or user, he may become 
liable to a consumer who is injured by using 
it. While there are decisions to be found 
which apply this rule of law,” it cannot be 
said that the normal furniture manufacturer 
is going to ship a product which he knows 
to be dangerous, for even if simple decency 
does prevent him from doing so, most house- 
hold furnishings and appliances are dis- 
tributed through wholesalers and dealers 
and the subsequent loss of business result- 
ing from adverse experiences might well be 
completely devastating to the manufacturer. 
Not to be overlooked, either, is the unlike- 
lihood that the manufacturer will have actual 
knowledge of the defective condition of the 
product when it is shipped from the plant. 
Even if he had such knowledge, there re- 
mains the problem of proving that he had it. 

An act of negligence which causes injury 
to one who is invited by the owner of the 
premises to use his defective equipment 
there may form the basis for an action 
against the owner. So, in Coughtry v. Globe 
Woolen Company** the owner of a building 
employed a contractor to construct a cornice, 
and agreed with them to furnish a scaffold 
upon which their men could perform the 
work. He furnished the scaffold, and one 
of the employees of the contractor was 
injured by the negligence of the owner in 
constructing the scaffold. The court held 
that the act of the owner was an implied 
invitation to the employees of the contrac- 
tor to use the scaffold, and imposed upon 
him a liability for negligence in its erection. 

The third, and most important, exception 
to the privity requirement was set out in 
Huset v. J. I. Case Threshing Machine Com- 
pany" and was stated to be that “an act of 
negligence of a manufacturer or vendor which 
is imminently dangerous to the life or health of 
mankind, and which is committed in the prepa- 
ration or sale of an article intended to preserve, 
destroy, or affect human life, is actionable by 


third parties who suffer from the negligence.” 
The most famous case establishing this ex- 
ception is Thomas v. Winchester,* where a 
dealer in drugs sold to a druggist a jar of 
belladonna, a deadly poison, and labeled it 
“Extract of Dandelion.” The druggist used 
this to fill a prescription for extract of 
dandelion prepared by a physician for his 
patient. The hapless patient took the pre- 
scription thus filled, but she did recover 
damages from the wholesale dealer for the 
injuries she sustained. 

The language used in the Huset case ap- 
pealed to the judges and they sought to 
determine how dangerous was the product 
in its natural, undefective state. But this 
is a fanciful and fruitless inquiry, for the 
question was, and is, not that by any means; 
rather, it should have been, and is, how 
dangerous is this article in its defective 
state? Erratic classifications of articles 
were made which had little internal consist- 
ency and not too much relevancy to the 
proper distribution of loss.” 


Nevertheless, these exceptions proved to 
be a successful means of intensifying the 
assault on the manufacturers’ “ancient cita- 
del of privity.”* When Judge Benjamin 
N. Cardozo turned to the problem in 1916, 
he cut through the confusion and attempted 
to formulate the test of liability in a way 
to fit the economic realities of modern in- 
dustrial civilization. MacPherson v. Buick 
Motor Company™ was a case in which the 
manufacturer sold a car to a retail dealer who 
in turn sold it to the plaintiff. Because of de- 
fective wooden spokes in the wheel the car col- 
lapsed while plaintiff was in it, injuring him. 
Apparently the manufacturer of the car, who 
had purchased the wheels from a manufacturer 
of wheels, could have discovered the defect by 
inspection, but the defendant failed to make 
such inspection. In holding that the car manu- 
facturer was liable, the New York Court 
of Appeals, through Mr. Justice Cardozo, 
held that the principle of liability established 





% Where a furniture dealer was apparently 
aware that a wall bed which he sold to a house 
owner was defective, but where he assured the 
owner that it was safe, he was held liable to 
the plaintiff (who was a roomer of the house 
owner) after she was injured by the collapse 
of the bed, even though there was no privity of 
contract between the roomer and the store 
owner. Lewis v. Terry, 111 Cal. 39, 43 Pac. 398, 
31 L. R. A. 220, 52 A. S. R. 146 (1896). Where 
the dealer knows of the defect, he may be guilty 
of the tort of misrepresentation or of fraud. 

1656 N. Y. 124, 15 Am. Rep. 387 (1874). 

17 Case cited at footnote 6, at p. 870. 

%6 N. Y. 397, 57 Am. Dec. 455 (1852). 

19 Note, ‘‘Manufacturers’ Liability—-MacPher- 
son v. Buick Comes of Age,’’ 4 University of 
Chicago Law Review 461, 463 (1937); Miller, 
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“Liability of a Manufacturer for Harm Done 
by a Product,’’ 3 Syracuse Law Review 106, 
108 (1951); Prosser, work cited at footnote 1, at 
pp. 675-679. 

20 Cardozo, The Growth of the Law (1924), p. 
77. Another exception has been recognized in 
other cases where defendant has created a nui- 
sance. James, ‘‘Scope of Duty in Negligence 
Cases,’’ 47 Northwestern University Law Re- 
view 778, 789 (1953). 


21217 N. Y. 382, 111 N. E. 1050 (1916). Fol- 
lowed in Hoenig v. Central Stamping Company, 
273 N. Y. 485, 6 N. E. (2d) 415 (1936) (coffee 
urn). See also Statler v. George A. Ray Manu- 
facturing Company, 195 N. Y. 478, 88 N. E. 1063 
(1909) (coffee urn); White Sewing Machine 
Company v. Fiesel, 28 Ohio App. 152, 162 N. E. 
633 (1927) (electric sewing machine). 
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in Thomas v. Winchester was not limited to 
poisons, explosives and things of like na- 
ture, that is, to things which in their normal 
operation are implements of destruction: 
“Tf the nature of a thing is such that it is 
reasonably certain to place life and limb in 
peril when negligently made, it is then a 
thing of danger. Its nature givés warning 
of the consequences to be expected. If to 
the element of danger there is added knowl- 
edge that the thing will be used by persons 
other than the purchaser, and used without 
new tests, then, irrespective of contract, the 
manufacturer of this thing of danger is un- 
der a duty to make it carefully. That is as 
far as we are required to go for a decision 
of this case. There must be knowledge of 
a danger, not merely possible but probable. 
It is possible to use almost anything in a 
way that will make it dangerous if defec- 
tive. That is not enough to charge the 
manufacturer with a duty independent of 
his contract. Whether a given thing is 
dangerous may be sometimes a question 
for the jury. There must also be knowledge 
that in the usual course of events, the dan- 
ger will be shared by others than the buyer. 
Such knowledge may often be inferred from 
the nature of the transaction but it is pos- 
sible that even knowledge of the danger 
and of the use will not always be enough. 
The proximity or remoteness of the relation 
is a factor to be considered. We are deal- 
ing now with the liability of the manufac- 
turer of the finished product who put it on 
the market to be used without inspection by 
his customers. If he is negligent where 
danger is to be foreseen, a liability will 
follow. . . . In such circumstances, the 
presence of a known danger, attendant upon 
a known use, makes vigilance a duty. We 
have put aside the notion that the duty to 
safeguard life and limb, when the conse- 
quences may be foreseen, grows out of 
contract and nothing else. We have put the 


source of the obligation where it ought to 
be. We have put its source in the law.” 

All of which is to say that the exceptions 
have swallowed up the asserted general 
rule of nonliability. Acceptance and ap- 
plication of the principle of the MacPherson 
case have actually brought all things which 
are dangerous if made negligently into the 
class of “inherently dangerous” things. The 
courts have arrived at the position that the 
mere probability of harm better describes 
limitations on the ability of the manufac- 
turer to escape liability where his products 
cause injury to the user, “and today the 
manufacturer’s duty of care with respect to 
his products extends just about as far as 
the prudent eye can foresee unreasonable 
harm.” * 

Several decisions in the home furnishings 
field will serve to illustrate the liability of 
producers of these items in relation to the 
above principles. 

In Lill v. Murphy Door Bed Company 
of Chicago,™ the facts showed the plain- 
tiff was getting ready to retire and was 


lying on her “in-a-door” bed when the 
U-shaped bar or base casting of the 


bed broke, causing the headpiece to drop 
forward, striking the plaintiff a “ter- 
rible blow on her head which rendered her 
unconscious.” The defendant had not manu- 
factured the bed but did sell it to apartment- 
house owners under its own name, and 
contended there was no privity between 
itself and the plaintiff and therefore no 
liability. An Illinois appellate court responded: 
re we think the rule in this state [Il- 
linois] is that when an article is constructed 
by a manufacturer for others and, by rea- 
son of negligence, uses defective material 
or fails to use ordinary care in testing and 
inspecting the article after it is manu- 
factured and before it is put into use and 
by reason thereof, persons using the same 
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22 James, work cited at footnote 20, at p. 799. 
In Okker v. Chrome Furniture Manufacturing 
Company, 2 Negligence Cases 395, 26 N. J. 
Super. 295, 97 Atl. (2d) 699 (1953), it was held 
that there was a duty of care on the part of the 
manufacturer to an infant sitting on the lap of 
his father who was himself sitting on a bar 
stool when the swivel pin fractured, sending 
them both to the floor. See, also, Carter v. 
Yardley & Company, Ltd., 13 Negligence Cases 
179, 319 Mass. 92, 96-97, 64 N. E. (2d) 693, 696 
(1946): ‘‘In principle, a manufacturer or other 
person owning or controlling a thing that is 
dangerous in its nature or is in a dangerous 
condition, either to his knowledge or as a result 
of his want of reasonable care in manufacture or 
inspection, who deals with or disposes of that 
thing in a way that he foresees or in the exer- 
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cise of reasonable care ought to foresee will 
probably carry that thing into contact with 
some other person, known or unknown, who will 
probably be ignorant of the danger, owes a 
legal duty to every such person to use reason- 
able care to prevent injury to him. This state 
ment of the principle conforms to the rule that 
a failure to take special precaution against a 
danger that is only remotely possible is not neg- 
ligence. In the application of the princi- 
ple it is immaterial whether or not the conduct 
of the defendant amounted to a breach of con- 
tract between him and the immediate buyer from 
him. The duty is not created by contract, but is 
an instance of the general human duty not to in- 
jure another through disregard of his safety.” 
23 Case cited at footnote 5. 
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Liability Beyond the Policy Limit 


By WILLIAM J. O'BRIEN 


This paper was presented at a general | 
meeting of the Pacific Claims Execu- | 
tives’ Association in Los Angeles, April 
27-29, 1955. The author is claims at- 
torney and manager of the Pacific 
Claims Department of the Security- 
Connecticut Insurance Companies. 


PROBLEM of 
‘4 casualty insurance companies and claims- 
men generally is that pertaining to liability 
beyond the policy limit. 


increasing concern to 


Some companies already have been di- 
rectly involved with this troublesome prob- 
lem, and without a doubt those who haven’t 
may be sooner or later. Hence, it is essential 
to clearly understand the problem and what 
it involves, and to ascertain what precautions 
can and should be taken to avoid or at 
least minimize exposure to it. 

It is well settled that under certain cir- 
cumstances a liability insurance company 
may be held legally liable for damages in 
tort, independent of contract, for a judg- 
ment rendered against its insured in excess 
of the insurance limit where the company 
had an opportunity to settle within or for 
its policy limit, but for one reason or another 
neglected or refused to make such a settlement. 

It would serve little purpose to rational- 
ize about or enter into a discussion of the 
merits of the decisions which have been 
rendered and the reasoning or theories ad- 
vanced by the various courts which have 
held insurance companies liable for excess 
judgments. Rather, it must be recognized 
and accepted that every liability insurance 
company is now exposed to this generally 
costly hazard which was never contem- 
plated by the underwriters and for which 
no premium is charged. 

In other words, it has been, is, and in the 
future will continue to be decided by juries 
and judges throughout our state and federal 
courts that under certain situations liability 
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insurance companies may be held legally 
liable for excess judgments, even though 
such exposure was never contemplated or 
intended to be covered by the standard 
liability insurance contract and no duty is 
imposed thereby to settle at all. 

Excess liability decisions usually adopt 
and founded upon the two 
basic theories or rules: 


are following 

(1) “Bad faith’—whereby the insurer is 
responsible to the insured for excess liabil- 
ity if, but only if, the insurer, in neglecting 
or refusing to settle within or for the policy 
limit, was guilty of actual fraud or bad faith, 
which is a species of fraud. 


(2) “Negligence”’—whereby the insurer 
is liable if it was guilty of negligence in 
failing or ré@fusing to settle within or for 
the policy limit, such theory based on a 
standard of conduct or care. 


Although the fine distinctions between the 
holdings of the various courts or the theoret- 
ical reasoning behind the different decisions 
should be of no great concern, some analysis 
and comparison of the two theories should 
be made. The former rule, which represents 
the majority view, appears to be reasonable 
and based upon sound legal principle, where- 
as the latter rule, which represents the mi- 
nority view, does not, since negligence is a 
relatively nebulous term based on a standard 
of care or conduct outside the scope and 
intent of the policy, measured by hindsight 
rather than foresight. Such theory could 
tend to promote bad faith on the part of 
an insured. 


Close analysis of many of the cases in 
which the theory of negligence has been 
expounded discloses that there were actu- 
ally elements of bad faith involved, and 
these cases would readily falj into the class 
of cases in which the conduct of the insurer 
could be characterized as having been car- 
ried on in bad faith, that is, negligence has 
been interpreted and used by some courts 
to mean the same thing that other courts 
have designated as bad faith. 
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Also, cases of excess judgments 
against companies, founded on negligence, 
really involved negligent performance or 
failure of performance of the insurance con- 
tract, that is, negligent breach of a legal 
duty arising from the contract, rather than 
negligent failure to settle—the latter in 
principle being legally unsound since it does 
not involve the negligent breach of a duty 
created by contract. 


other 


Legal responsibility or liability for dam- 
ages, which is founded in tort, is predicated 
solely upon breach of a legal duty owed by 
one to another with resulting injury, loss or 
damage; that is, conduct to be legally wrong- 
ful and compensable must contravene some 
duty which the law attaches to the relation- 
ship between the parties. A legal duty 
arises from or is created by contract or opera- 
tion of law. If and when no such duty 
exists, liability should not be imposed. Clearly, 
there is no legal obligation or duty under 
or by virtue of the standard liability insur- 
ance contract imposed on the company to 
settle or pay any amount in compromise 
settlement of a claim. Such is solely and 
wholly the prerogative and discretionary 
right and privilege of the company alone. 
Therefore, the theory or rule of negligent 
settlement alone should not be, sufficient to 
establish liability in tort for excess judg- 
ment beyond the policy limit as long as the 
company has not been negligent in fulfilling 
or performing its obligation under the con- 
tract and has acted fairly, honestly and in 
good faith in its dealings with the insured, 
the latter being a duty imposed by law be- 
cause of the insurer-insured relationship. 


Notwithstanding the bad-faith rule is 
the majority one. Both theories are, how- 
ever, recognized in some jurisdictions, espe- 
cially Texas, aud no doubt are here to 
stay; as have other problems involving in- 
surance company litigation, they too will 
probably be given new and broader inter- 
pretations and extensions from time to time. 
Hence, this additional hazard to which all 
liability companies are now exposed must 
be accepted and everything done that can 
be done to avoid or, at least, minimize it as 
much as possible. 


The important thing to know is how and 
what can and should be done to avoid or 
minimize the pitfalls of these rules. 


Both theories are usually predicated upon 
disputed factual issues rather than estab- 
lished principles of law. Consequently, in 
interpretation and application, companies 
are subject to the same speculative uncer- 
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tain possibilities and results in regard to 
excess demand suits by insureds as they are 
with respect to primary demand suits against 
insureds by injured claimants. Because of 
this, it obviously becomes exceedingly im- 
portant to resort to and develop as many 
favorable evidentiary facts and circumstances 
as possible tending to show and establish 
good faith and a lack of negligence on the 
part of the insurance company. 
such evidentiary facts and circumstances 
that can be and are utilized and indulged in 
the less chance there will be of the com- 
pany’s being charged with bad faith and 
held liable for an excess judgment, since the 
more hurdles the insured will have to over- 
come the more difficult it will be for him to 
sustain his required burden of proof in these 
types of cases. 


Because the negligence rule is the minor- 
ity one and often actually embraces elements 
of bad faith, it was considered more impor- 
tant and advisable to review what, under 
our state and federal decisions, generally 
has been held to constitute bad faith, and 
what steps can and should be taken to mini- 
mize this type of exposure. 


In general, bad faith is a state of mind, 
indicated by acts, conduct and circumstances, 
and is provable by circumstantial as well as 
direct evidence. Each case must stand and 
be determined upon its own particular or 
peculiar set of facts. Since bad faith is a 
species of fraud, evidence to sustain a find- 
ing thereof must be clear, satisfactory, sub- 
stantial and convincing, and the burden of 
proof is upon the plaintiff. 


Frederick D. Lewis, professor of law, 
Drake University, Des Moines, Iowa, in an 
article captioned “Insurer’s Liability to In- 
sured for Judgments Exceeding Policy 
Limits,” published in the January, 1955 issue 
of Insurance Counsel Journal, gives an ex- 
cellent comprehensive résumé with case cita- 
tions of excess liability decisions establishing 
what has been held to date to constitute bad 
faith on the part of a liability insurance com- 
pany. Also, there is an excellent article on the 
subject (James Dempsey, “Excess Liability,” 
1950 Insurance Law Journal 734 (October)), 
in which the leading cases are reviewed and 
discussed. 


The following is a summary of what gen- 
erally has been held by state and federal 
courts to constitute bad faith: 


(1) Inasmuch as the obligation of the 
insurer is based on principles of fair dealing, 
the insurer must give equal consideration to 
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In general, bad faith is a state 
of mind, indicated by acts, con- 
duct and circumstances, and prov- 
able by circumstantial evidence. 


the interests of the insured, and the failure 
to do so is bad faith. 


(2) Rejecting settlements which the evi- 
dence shows the insurer subjectively knew 
to be reasonable may be evidence of bad 
faith, for example: advising insured to place 
property beyond reach of an anticipated 
judgment ; setting up reserve fund over policy 
limits; refusal to accept an offer when ac- 
ceptance of the offer has been recommended 
by the insurer’s adjuster or counsel. 


But proof of reliance on advice of counsel 
has, in a number of cases, been held insuffi- 
cient to prove good faith. 


(3) Arbitrary, capricious, reckless or con- 
tumacious action of an insurer has been 
held to be bad faith. 


(4) The action of an insurer must not be 
fraudulent or dishonest. 


(5) The insurer must make whatever 
payment and settlement honest judgment 
and discretion dictate, and to fail so to act 
constitutes bad faith. 

(6) The insurer must exercise reasonable 
diligence in making its investigation, inter- 
viewing witnesses and otherwise ascertaining 
the facts, and its decision must be based on 
the facts thus ascertained. Failure to do so 
may be evidence of bad faith. 


(7) The insurer cannot refuse settlement 
in good faith if it knows that it has no more 
than an equal chance of winning and that if 
it loses, the verdict against the insured will 
exceed policy limits. 


(8) It may be bad faith to refuse settle- 
ment where there are serious injuries that 
would, if a recovery was sustained, far ex- 
ceed policy limits. 

(9) It may be bad faith for an insurer to 
fail to make or unduly delay an offer or 
counteroffer to settle. 


(10) It may be bad faith to place a value 
on a claim before adequate investigation has 
been made. 


(11) In one case, the fact that the claim- 


ant and insured were Negroes and racial 
prejudice and discrimination were involved 
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had considerable bearing on the question of 
the bad faith of the insurer. 


(12) It may be bad faith for an insurer to 
fail to inform its own counsel of all the facts. 


(13) The enforcement of a company rule 
not to settle for any amount in excess of a 
stated proportion of the policy coverage 
may be bad faith. 


(14) The failure to advise the insured of 
possible excess liability and disclose to him 
the status of settlement negotiations may be 
bad faith. 


(15) It has been held to be evidence of 
bad faith for the insurer to offer to settle 
with the claimant on the condition that the 
insured contribute to the settlement. The 
same is true when the insured has actually 
contributed. 


(16) When there is a clear liability on the 
part of the insured, it may be bad faith for 
the insurer to refuse to settle. 


(17) It may be evidence of bad faith to 
show that the insurer’s home office failed to 
give consideration to all of the facts. 


(18) It has been held bad faith when a 
rejection of settlement was shown to be 
motivated in whole or in part by the fact 
that the risk was partially reinsured and, 
therefore, the company had nothing to lose 
by refusing to settle. 


The following is what generally has been 
held to be an indication of no bad faith or 
excuse: 

(1) Mere impolitic conduct, without more, 
is not sufficient evidence of bad faith. 


(2) Bad faith requires more than a show- 
ing of inadvertence or mistake. 


(3) If the insured’s own actions or mis- 
statements are the cause of the insurer’s 
failure to settle, the insurer cannot be held 
for bad faith. 


(4) Where the offer of the claimant to 
settle within policy limits or his willingness 
to do so does not clearly appear or appears 
to be conditional, the insurer cannot be said to 
have refused to settle within policy limits. 


(5) The failure of the insurer to notify 
the insured of an offer to settle, without 
more, does not constitute bad faith. 

(6) Honest error of judgment or mere 
negligence is not bad faith as an insurer 
and counsel are not required to have a “gift 
of prophecy.” 

(7) If good lawyers would differ as to 
the law applicable, inferences to be drawn 
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or the manner in which the jury ought to 
resolve material conflicts in the testimony, 
and election to defend is based on honest 
belief in the merits of the defense, an adverse 
decision is not bad faith as a matter of law. 

(8) If a settlement offer is refused and 
the case defended because the insurer hon- 
estly believes the defense to be meritorious 
or the settlement demand to be .excessive, 


and the verdict will be within the policy 


limit, it is not bad faith even if the question 
of liability or the amount of damages be close. 

(9) After the insurer has made an election 
to defend, based on good-faith consideration 
of the possibilities, it is not evidence of bad 
faith that neither defense counsel nor the 
representative of the insurer present at the 
time of trial had authority to settle in any 
amount up to the policy limit. 


(10) If the insurer has exercised good faith 
in all of its dealings under its policy, if the 
settlement which it has rejected has been 
fully and fairly considered and has ‘been 
based upon an honest belief that the insurer 
could defeat the action or keep any possible 
judgment within the limits of the policy, and 
if its judgments are based on a fair review 
of the evidence after reasonable diligence 
in ascertaining the facts, and upon sound 
legal advice, a court should not subject the 
insurer to further liability if it ultimately 
turns out that its judgment is a mistaken 
one. Such a responsibility could hardly be 
claimed to be in contemplation of the insur- 
ance relationship. 

(11) It is not bad faith if counsel for the 
insurer refused settlement under a bona-fide 
belief that they might defeat the action or, 
in any event, can probably keep the verdict 
within the policy limit, or have a “fighting 
chance” to win. 

(12) If the company has been honest and 
sincere in its consideration and dealings 
with the insured and his rights and interests, 
and not arbitrary or stubborn, then there is 
no bad faith. 


Basis of Bad-Faith Theory 


To constitute bad faith, there does not 
have to be an actual evil intent or ill will; 
bad faith can be unfaithfulness to one’s trust 
or duty. 


Prohibition against fraud or bad faith is 
imposed by law under every legal relation- 
ship, as a part of every lawful grant of power, 
and it is not necessary to contract for it. 
The power to control settlements having 
been granted to the insurer for the purpose 
of its own protection under the policy, it is 
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bound to exercise and use the power in good 
faith for that purpose. 


In summary, the good-faith rule gives 
effect to the plain and unambiguous terms 
of the insurance contract, and yet affords 
ample protection to the insured against abuse 
insurer. It is, 
therefore, legally sound in principle, where- 


of power reserved to the 
as, for reasons previously stated, the negli- 
gence rule is not. 


Suggestions for Minimizing 
Bad-Faith Exposure 


To avoid being charged with bad faith, a 
company should conduct itself and do every- 
thing within its power to show good faith. 
The following are suggested guideposts which 
it is believed will be helpful in showing and 
establishing good faith and serve as added 
protection against being compelled to pay 
an excess judgment ona charge of bad faith: 


(1) Conduct a prompt, thorough and com- 
plete investigation of all the facts of the 
accident and concerning the issue of legal 
liability, so that there can be no charge of 
negligence against the company for failure to 
ascertain all the material and physical facts 
and to discover and contact all witnesses, 
including police officers, and all others who 
might be in a position to shed some light 
upon the manner in which the accident oc- 
curred or the theories upon which a defense 
had been predicated. 


(2) Make a thorough investigation of all 
alleged damages so that no negligence can 
be charged with respect to this phase of the 
investigation. 


(3) Take the insured into confidence, no- 
tify him of the dangers involved and, above 
all, give him the opportunity to be repre- 
sented by his own attorney if he so desires. 


(4) Get a definite expression of opinion 
concerning legal liability from the insured 
in his initial report or signed statement. In 
other words, if such be his attitude, get him 
committed in writing that the accident was 
not his fault, that he does not consider him- 
self responsible and that the other party was 
entirely to blame, or some similar indicative 
expressions of the feeling and belief of the 
insured toward responsibility. If such be 
his feeling or honest belief, it is advisable 
to get him to repeat that it was not his fault 
and that he does not consider himself wrong 
or legally liable. This will serve the com- 
pany well at a later date if the insured 
should attempt to urge bad faith. 
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(5) Obtain 
from 
ested witnesses when possible. 


similar written expressions 
the insured’s witnesses and disinter- 


(6) On receipt of suit papers where the 
prayer is greater than the policy limit, promptly 
notify the insured in writing of this fact— 
excess demand notice—and his right and 
privilege to seek or retain at his own expense 
his own attorney to associate with counsel 
selected by the company to defend the suit 
pursuant to the terms of the policy. 


Caution: Watch the language of the excess 
demand notice. Don’t overdo, elaborate or 
be too specific in your advice that verdict 
will or probably will exceed the policy limit. 
The following language was held sufficient 
to show evidence of bad faith: “ there 
is the likelihood that a judgment may be 
entered in this action for an amount much 
in excess of the limits of your policy of in- 
surance. ” (Italics supplied.) Royal 
Transit, Inc. v. Central Surety & Insurance 
Corporation, 29 AutoMoBILE Cases 655, 168 
F. (2d) 345. 


(7) Keep the insured fully informed of 
the progress of the case and developments, 
and particularly of the settlement negotia- 
tion and demands. If there is a reasonable 
offer to settle above the policy limits, he 
should be so notified and given the opportu- 
nity to put in the amount necessary above 
the limits to effect settlement if he so de- 
sires or his own attorney so advises him. 


(8) Advise the insured of his right to 
make a payment of any settlement demand 
in excess of the policy limit with the plaintiff’s 
attorney, provided he does so without prejudic- 
ing the company or the pending litigation, etc. 


(9) Advise the insured of his right to 
seek advice of independent counsel on any 
settlement offer within or in excess of the 
policy limit, explaining the company’s rea- 
sons for not entertaining a settlement within 
the policy limit. 


(10) Use good faith in settlement nego- 
tiations and avoid an arbitrary or stubborn 
attitude. Dor’t attempt to coerce or insist 
that the insured contribute toward a settle- 
ment within the policy limit. 


(11) Keep reserves reasonably accurate 
and watch amount of reserves closely as 
they may be persuasive to the issue of bad 
faith. It has been held that exceedingly high 
reserves are inconsistent with a claim that 
the case was one of no or little liability or 
value. A company’s records should be con- 
sistent with its belief about the outcome of 
the case. 
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Bad faith does not have to be an 
actual evil intent or ill will; bad 
faith can be unfaithfulness to one’s 
trust or duty. Prohibition against 
fraud or bad faith is imposed by 
law under every legal relationship, 
as a part of every lawful grant of 
power, and it is not necessary to 


contract for it. 
2 


(12) Use extreme care in the defense of 
the case and work closely with trial counsel 
and the insured during the trial. 


(13) If there is any doubt as to the com- 
pany’s position, submit the file to another 
competent defense attorney for an independ- 
ent opinion on liability, probable outcome, 
settlement values, etc., especially after demand 
from the insured’s attorney. 


(14) Conversations and discussions with 
insureds and their attorneys concerning settle- 
ment should always be confirmed in writing 
so that at a later date no one is free to mis- 
quote the conversations or discussions. 


(15) Every writing with the insured or 
his attorney should be carefully considered 
and prepared because at some future date 
it may be a court exhibit in an action against 
the company to compel the payment of an 
excess judgment. We must conduct our- 
selves with the claimant and his attorney, 
the insured and his attorney, as well as our 
own attorney, so that if it ever becomes 
necessary to parade our letters or conduct 
in court, the judge cannot say about us what 
was said about another claim man: “In the 
case at bar, we have a stubborn, unyielding 
Mr... . deaf to entreaties and advice alike, 
who in his own words was ‘engaged in a 
game of horsetrading’.” These words pre- 
ceded his affirmance of an excess judgment 
against the insurance company. The insur- 
ance claim representative said he was a 
“horsetrader” and refused to make a settle- 
ment offer as a “horsetrading proposition.” 
The court observed: “Even a horsetrader, if 
successful, must at some point make an offer.” 


(16) In evaluating a case, the company 
must consider reasonable value on the basis 
of the claim, not on the basis of the policy 
limit; that is, it must include the insured’s 
interests when negotiating for or discuss- 
ing settlement, and it is advisable not to 
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mention or discuss policy limit at all. Rather, 
it should talk only value—what the claim is 
believed to be worth, or what it is willing 
to pay in settlement. 


(17) Inasmuch as the insurance contract 
involves reciprocal duties, a theory has been 
advanced that the insured should be re- 
quired to mitigate damages involving demands 
in excess of the policy limit after laying a 
proper foundation, and his failure to miti- 
gate damage by paying the excess demand 
should prevent his collecting from the insur- 
ance company if the judgment should exceed 
the policy limit. Such theory was advanced 
by Paul Risher, vice president of the Security- 
Hawkeye Casualty Company of Des Moines, 
Iowa, in a talk he gave before the National 
Association of Independent Adjusters, pub- 
lished in The Independent Adjuster (De- 
cember, 1949). 


In addition to sending out the excess de- 
mand notice when the prayer of suit exceeds 
the policy limit, it is Mr. Risher’s view that 
after the claim has reached the point where 
the investigation has been completed and 
the demand is known, if the company has 
reached a decision to defend for any reason, 
the insured should be advised to that effect 
and in general concerning the case as the 
facts warrant. It should be pointed out to 
the insured that there is a possibility of an ex- 
cess judgment and that he may desire to protect 
himself by securing a release for any liabil- 
ity in excess of his coverage if he feels the 
company’s position is not well taken or is in 
conflict with his ideas, or the ideas of his 
attorney, if he has retained one. The insured 
should be asked for an expression concern- 
ing further procedure. His answer might 
be that he agrees with the company and 
wants the case fought, in which event bad 
faith would. be difficult to prove at a later 
date. (This is similar to getting a commit- 
ment in the initial report and a signed state- 
ment of the insured that he believes the case 
to be one of no liability.) 


If the insured demands that the company 
settle within the policy limit and says that he 
will hold the company liable for an excess judg- 
ment, the insured should be promptly served 
with a notice demanding he settle his excess lia- 
bility in mitigation of any damage, permit- 
ting the company to negotiate for settlement 
or to try the case within the limits of the 
policy to which he has contracted. Mr. 
Risher sets forth in his article the type of 
notice suggested. He comments: “Since 
bad faith is a species of fraud, how can there 
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be any fraud if the insurer and the insured 
are equally possessed of all the facts and the 
same knowledge concerning the case and its 
possibilities.” 


Apparently, to date, there are no cases 
exactly in point on Mr. Risher’s suggested 
theory, but he points out it will add another 
hurdle for the insured to jump in any en- 
deavor to collect an excess judgment against 
the company, and before long will probably 
be definitely decided. There have been two 
cases decided that have touched upon this 
particular theory: Hart v. Republic Mutual 
Insurance Company, 32 AUTOMOBILE CASES 
368 (Ohio, 1949) (the dissenting opinion of 
Judge Taft, concurred in by Judge Stewart), 
and Southern Fire and Casualty Company v. 
Norris, 37 AUTOMOBILE CAsEs 1075 (1952). 


By way of comment on Mr. Risher’s sug- 
gested approach to the problem involved, it 
is the writer’s opinion that such approach, 
although probably sound in legal theory, 
presents a definite practical problem, for to 
settle his excess liability the insured must 
first obtain the approval and consent of the 
claimant or his attorney. It is exceedingly 
doubtful that in the majority of cases, par- 
ticularly the serious ones, the claimant or 
his attorney would be receptive to or enter- 
tain such a proposal, or that such consent 
or approval could be obtained. The claim- 
ant and his attorney would have little to 
gain and possibly much to lose by nego- 
tiating a partial settlement directly with the 
insured for his excess liability beyond his 
policy limit, especially if the claim should 
involve severe injuries or substantial damage 
with clear or reasonably certain liability. 
Hence, it is questionable that this approach 
offers such solace to liability insurance com- 
panies as a realistic solution to the problem. 


No doubt other suggestions to minimize 
excess judgment exposure could be offered, 
but suffice it to say that if a company will 
follow those already mentioned and at all 
times act honestly and fairly with its in- 
sured, keep the insured fully informed about 
the progress of his case and settlement nego- 
tiations and the dangers involved, and advise 
the insured of his right to be represented by 
independent counsel of his own selection, it 
is highly improbable that the company will 
be found to have been negligent or to have 
exercised bad faith and be required to pay 
a judgment in excess of its policy limit if 
it elects to defend and an adverse judgment 
beyond the policy limit ultimately results 
from such election. [The End] 
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Hidden Liabilities 


By WILLIAM H. LEVIT 


This paper was delivered at the Fifth 
Annual Greater Los Angeles Insurance 


Day program on June 7, 1955. 


AS professional insurance advisors, you 
£% are all keenly conscious of your duty to 
recommend to your clients that they carry 
insurance adequate to protect them from 
the various insurance hazards to which they 
are exposed. 

In the light of the complexities of our 
present-day economic and social relation- 
ships, it is far from sufficient for an insur- 
ance agent or broker to be familiar with 
policy forms, rates and the underwriting 
practices and rules of insurance companies. 
Of even greater importance is his ability 
to analyze and understand the insurable 
hazards and liabilities to which his clients 
are exposed. These hazards and liabilities, 
in turn, depend not on any insurance formula, 
but upon the nature and scope of the ac- 
tivities and relationships in which the par- 
ticular insured may be engaged or involved. 

The importance of questions such as 
these is readily apparent to the com- 
petent agent and broker: What liabilities 
have been assumed by or are imposed upon 
my client by contracts or leases to which he 
is a party? What liabilities is he subject 
to by reason of the acts or negligence of 
others, including employees or independent 
contractors? Do lease and contract provi- 
sions which, on their face, appear to pro- 
tect him from liability really do so? Is 
he violating or apt to violate ordinances 
which may subject him to liability to others? 

The problem with which we are con- 
fronted in answering these and similar ques- 
tions is that they really involve an analysis 
and understanding of legal relationships and 
of contractual and lease provisions, all of 
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which are in reality legal questions, and 
frequently quite complex. 

The danger is that we are apt to assume 
that we know the answers to these questions 
because, at some time in the past, we 
learned that a particular relationship did 
or did not give rise to a legal liability; 
or we may feel that in reading the language 
of a lease or contract, the meaning is clear 
to us, and so must be so interpreted. 

But experience has shown that such think- 
ing can be dangerous. Many of these ques- 
tions have been subject to court interpretations, 
and over a period of years we find that even 
the courts themselves overrule or modify 
previous decisions and announce new rules; 
and not infrequently language that seems 
quite clear to a layman has an entirely 
different meaning to a court. 

It is in this sense that I speak to you 
of so-called “hidden liabilities.” In one 
sense, of course, they are not hidden at all, 
since by proper analysis and research they 
can be uncovered and ascertained. But in 
the sense I have referred to above, in that 
they may differ from our concept of what 
the law is, or what a lease or contract 
means, and thus expose our insured to 
liabilities he did not realize existed, they are 
properly referred to as “hidden liabilities.” 

My purpose is to discuss some of the 
more important of these “hidden liabilities” 
and to give you the benefit of what study 
and research I have undertaken with re- 
spect thereto. 


Landlord-Tenant Relationship 


I think it no exaggeration to state that 
the landlord-tenant relationship and the 
liability problems flowing therefrom give 
rise to some of the most serious, and at the 
same time most unsettled, insurance hazards 
confronting the vast majority of insureds 
and their insurance advisors. 
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Possibly much of the problem in any 
particular case could be solved, or in any 
event minimized, were the lease initially 
drawn so as to give the lessee the maxi- 
mum protection the landlord would normally 
be willing to accord him had these important 
matters been raised during the lease nego- 
tiations. Unfortunately, however, too fre- 
quently printed forms of leases purchased 
in stationery stores are used, or the party 
drafting the lease may not be too familiar 
with the insurance and liability problems 
involved. 


there are at least three 
clauses that relates to vital insurance and 
liability problems. These are commonly 
referred to as the repair clause, the fire 
clause and the redelivery clause. The re- 
pair clause relates to the respective duties 
of lessor and lessee to keep the premises 
in repair. It is not uncommon for such 
clauses to impose the general duty of re- 
pair on the tenant, except as to roof and 
outside walls, which is generally imposed 
on the landlord. This clause may or may 
not (most frequently not) contain an ex- 
ception of the tenant’s duty to repair in the 
event of “fire” and the like. 


The redelivery clause customarily re- 
quires the tenant to return the premises to 
the landlord at the termination of the lease 
in the same condition as when leased, ordi- 
nary wear and tear excepted. Occasionally, 
a redelivery clause will also except “damage 
by fire and the elements” from the tenant’s 
duty to redeliver. 


In any lease, 


The fire clause generally imposes upon the 
landlord the duty to rebuild the premises 
in the event of partial or total destruction 
by fire or other casualty, act of God, and 
the elements. In the event of a total de- 
struction that cannot be repaired within a 
stated number of days, it is usually provided 
that the lease terminates. 
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Now it would seem: logical to conclude 
that these three clauses, two of which 
usually impose liability on the tenant (the 
repair and redelivery clauses), and one 
which imposes liability on the landlord (the 
fire clause), and all of which cover similar 
subjects, should be made consistent with 
each other as to the duties of the land- 
lord and tenant especially with respect to 
their respective duties and liabilities for 
damage by fire, explosion and the like. 
Yet, an examination of many leases and 
lease forms in common use will disclose 
that all too frequently these clauses are 
not consistent with each other, but on the 
contrary are frequently in direct conflict one 
with the other as to this important subject. 
This can, and does on occasion, give rise 
to difficulty and dispute between landlord 
and tenant in the event of damage to the 
leased premises as a result of fire or 
other casualty. 

One thing is clear in 
respect to the fire clause found in most 
leases: An unqualified provision therein 
requiring the landlord to reconstruct or 
repair “damage by fire” does not require the 
landlord to reconstruct or repair damage by 
fire resulting from the tenant's negligence. 
This was directly held by the California 
Supreme Court in the case of Morris v. 
Warner, 207 Cal. 498, 279 Pac. 152, where 
the court held that the tenant was required, 
under such a clause, to repair fire damage 
resulting from his negligence. 


California with 


In connection with this same problem, it 
is important to consider the validity of 
clauses in leases (and other contracts) which 
purport to release or exonerate a lessee (or 
others) from liability for fires, etc., resulting 
from their negligence; and the validity of 
hold-harmless and indemnity agreements, 
whereby, for example, a lessee agrees to 
hold a landlord free and harmless from all 
liability, even that which may result from 
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the landlord’s own negligence. Such clauses, 
which purport to release a person from the 
results of his own negligence, are referred 
to in the law as exculpatory clauses, and 
are frequently found in leases and other 
contracts. Obviously, the validity or in- 
validity of such clauses is of considerable 
importance in determining the hazards and 
liabilities to which the respective parties are 
exposed. 


While it is permissible in California, where 
no public interest is involved, to make a 
valid agreement that will serve to release 
one from liability for his own negligence, 
the courts look with disfavor upon such 
agreements, and as the following cases illus- 
trate, such agreements must be very care- 
fully drawn in order to be given effect. 


In Pacific Indemnity Company v. California 
Electric Works, 29 Cal. App. (2d) 260, 84 
Pac. (2d) 313, it appeared that Standard 
Oil Company employed California Electric 
Works to construct a building for it. The 
contract included a clause whereby the Elec- 
tric Works agreed to indemnify and save 
harmless Standard Oil Company “from and 
against any and all loss, damage, injury, 
liability and claims therefore, . howso- 
ever caused, resulting directly or indirectly 
from the performance of this agreement... .” 


While the building was being constructed, 
an employee of the Electric Works was in- 
jured as a result of the negligence of Stan- 
dard Oil. He sued Standard Oil and recov- 
ered judgment for $5,500. Pacific Indemnity 
Company, the liability carrier for Standard 
Oil, paid the judgment, and then, based on 
its right of subrogation under its liability 
policy issued to Standard Oil, sued the 
Electric Works for reimbursement under 
the above-quoted hold-harmless agreement. 
The trial court denied recovery on the 
grounds that even though the hold-harmless 
agreement included any claim “howsoever 
caused,” such language did not include a 
claim caused by the negligence of Standard 
Oil. Said the court: 


the provision of a contract relieving 
one of the parties thereto from liability for 
his or its own negligence should be clear 
and explicit. While it is true that the lan- 
guage used in the quoted provision of the 
contract before us, that the agent shall hold 
the company “harmless from all claims, suits, 
and liabilities of every character whatsoever 
and howsoever arising from the existence or 
use of the equipment at said station,” is 
broad and comprehensive, it is, as stated by 
the court below, provocative of some doubt. 
The defendant itself wrote the provision 
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into the contract for its own benefit. It 
could have plainly stated, if such was the 
understanding of the parties, that the plain- 
tiff agreed to relieve it in the matter from 
all liability for its own negligence. As it 
did not do so, we resolve all doubt, as we 
should, in favor of the plaintiff, and hold 
that it was not the intent of the parties to 
give to the contract as written the effect 
claimed by the company.’ ” 


In the very recent case of Sproul v. Cuddy, 
4 NEGLIGENCE CAsEs (2d) 724, 280 Pac. (2d) 
158, the court construed the following hold- 
harmless agreement and release executed in 
connection with the rental of an “invalid 
walker” as not including claims resulting 
from the negligence of the supplier of 
the walker: 


“Licensor will in no way be re- 
sponsible for damages resulting from use 
thereof [the equipment being rented]. Li- 
censee acknowledges that the above mer- 
chandise and/or equipment has been inspected 
and received in good condition and accepted 
as is, and the Licensee agrees to save and 
hold harmless the Licensor, for any damage 
sustained in the use of said merchandise 
and/or equipment.” 


The district court of appeal held that this 
agreement did not serve to release the li- 
censor (supplier) from liability for injuries 
received by the licensee while using the 
walker, which injuries resulted from the 
negligence of the licensor. In so holding, 
the court said: 


“Except where discountenanced by public 
policy or some statutory inhibition, a party 
may contract to absolve himself from lia- 
bility for negligence; the law, however, looks 
with disfavor on such attempts to avoid 
liability or secure exemption from one’s 
personal negligence, and construes such pro- 
visions strictly against the person relying 
on them, especially when he is the author 
of the document; to be sufficient as an ex- 
culpatory provision against one’s own negli- 
gence, the party seeking to rely thereon 
must select words or terms clearly and ex- 
plicitly expressing that this was the intent 
of the parties; and that seemingly broad 
language will not be isolated from its con- 
text and will be read with due regard to 
the maxim of strict construction.” 


The courts, in construing similar agree- 
ments in real property leases, have reached 
similar conclusions. For example, as noted 
above in Morris v. Warner, the California 
Supreme Court held that a covenant by a 
landlord to repair or rebuild “fire damage” 
did not require the landlord to rebuild where 
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a fire resulted from the lessee’s negligence, 
the responsibility for such a fire being on 
the tenant. In other words, unless negli- 
gence is specifically included, the courts 
will regard it as excluded. 


An important case in California constru- 
ing exculpatory clauses in building leases is 
Barkett v. Brucato, 122 Cal. App. (2d) 264, 
264 Pac. (2d) 978 (1953), where a lease 
contained a clause, similar to that fre- 
quently found in leases, to the effect that 
“The lessee agrees that the lessor shall not 
be liable for damage or injury to any per- 
son, personal property or effects in said 
premises from any cause whatever.” The 
plaintiff tenant brought suit against the de- 
fendant landlord for damage to her furni- 
ture and for personal injuries alleged to 
have resulted from the negligence of the 
landlord in performing certain construction 
work on the demised building, as a result of 
which the portion of the premises occupied 
by the tenant was flooded during a rain- 
storm. The landlord defended the suit on 
the ground, among others, that the quoted 
exculpatory clause served to completely re- 
lease him from liability for the claims sued 
upon. The plaintiff tenant obtained a ver- 
dict for $5,000 against the landlord, which 
was upheld on appeal. 


Said the appellate court: 


“There is a marked tendency in the more 
recent cases involving the landlord and ten- 
ant relationship to hold that by such clauses 
the parties could not have intended to pro- 
vide that the landlord should not be liable 
for acts amounting to active and affirmative 
negligence, and to limit such clauses to 
injuries caused by defects resulting from 
wear or tear, inherent defects, the elements, 
and not actively aggravated by the landlord, 
or to injuries caused by other tenants. In 
other words, these cases hold, based on the 
presumed intent of the parties, that such 
general clauses were never intended to im- 
munize the landlord from responsibility for 
his acts of affirmative negligence. 

“California has definitely aligned itself 
with this school of thought. The leading 
case is Butt v. Bertola, 110 Cal. App. 2d 128, 
242 P. 2d 32. The negligence in the 
Butt case was in fact nonaction, that is, the 
failure to repair after requests to do so. 
This was held to be, 110 Cal. App. 2d at 
page 138, 242 P. 2d at page 39, ‘at the very 
least, active or affirmative negligence, not 
mere ordinary negligence’.” (Italics supplied.) 


There is another important consideration 
to be kept in mind in considering the validity 
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of exculpatory clauses and preloss releases 
with respect to the liability of landlord and 
tenant as between themselves and _ with 
respect to others. 

We are all familiar with the fact that 
practically every city and county has a 
building code and numerous fire prevention 
ordinances, which strictly regulate the con- 
struction of buildings and their occupancies. 
These ordinances are so numerous and far- 
reaching that one may violate them even 
unwittingly, yet such violation may cause 
or contribute to a fire. Anyone familiar with 
fires in this area knows that such situations 
are commonplace. 


Section 1668 of the California Civil Code 
provides: 

“All contracts which have for their object, 
directly or indirectly, to exempt anyone 
from responsibility for his own fraud, or 
willful injury to the person or property of 
another, or violation of law, whether willful 
or negligent, are against the policy of 
the law.” 

It seems reasonable to conclude that this 
section would invalidate any lease clause or 
other contractual provision that has the 
effect of purporting to release either lessor 
or lessee from liability for his violation of 
any law, whether willful or negligent. 

In the case of Finnegan v. Royal Realty 
Company, 18 NEGLIGENCE CAsEs 179, 35 Cal. 
(2d) 409, 218 Pac. (2d) 17, the California 
Supreme Court held that a landlord could 
not delegate to a tenant or anyone else the 
duties imposed upon him by the building 
code with respect to safety requirements in 
the construction of a_ building. 

In my opinion, the foregoing indicates that 
there is a definite limit beyond which even 
properly drawn exculpatory clauses will not 
be effective. 

In view of the foregoing, the question 
arises as to the proper method of providing 
protection for the liability hazards and ex- 
posures to which landlords and tenants are 
subjected. The following courses of action 
appear to be available: 

First, the lease provisions should be prop- 
erly and carefully drawn. This should in- 
clude so drafting the repair, redelivery and 
fire clauses as to make them consistent with 
each other, and to provide what is actually 
intended by each party and to give each 
party the maximum protection which the 
other is willing to accord. Exculpatory 
clauses, preloss releases and hold-harmless 
agreements should be most carefully drawn, 
having in mind the rules announced by the 
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pertinent authorities as to what can and : 
what be validly accomplished by»: 
such agreements. 


cannot 


Second, subrogation waivers should be 
obtained by landlord and tenant from th 
other’s carrier, wherever possible. 


Third, some consideration may be given, 
in proper cases, to having tenant (or lan 
lord) named as an additional insured 
the policies of the other. However, this is 
not always advisable in view of possib! 
complications that may arise from coinsur- 
ance requirements, loss payments, etc. 

Fourth, the only secure solution to these 
vexing and serious problems is adequate 
property and liability insurance, covering 
all substantial exposures, including fire legal 
liability or similar insurance that will cover 
the care, custody and control exposure, and 
with adequate limits. This latter requires 
some very realistic and practical thinking, 
bearing in mind the hazards and exposures 
of the risk in question, and the ease with 
which modern juries think in large figures. 


Liability of Bailees; Validity 
of Declared Value Clauses 


knows what is meant by a 
“lessee” with reference to real property, 
but the meaning and legal incidents of a 
“bailment” are not so generally known; yet 
it is actually one of the most frequently 
encountered relationships in the present-day 
commercial world. 


Everyone 


Generally speaking, a bailment arises when 
one person, known as the bailor, deposits 
the care, custody or control of an article 
of personal property with another person, 
known as the bailee. The words “bailment,” 
“bailee’” and “bailor” include practically 
every type of transaction where one per- 
son holds the property of another in trust 
or for a particular purpose. Let me give 
some everyday examples that are well known 
insurance-wise. The following businesses 
entail bailments : warehouseman, garage owner, 
parking lot operator, cleaning establishment, 
laundry, restaurant (insofar as it checks its 
patrons’ coats, etc.) and any establishment 
that does repair work or stores articles for 
its patrons. In fact, if we were to examine 
the various types of businesses and com- 
mercial establishments in any big city, we 
would find that a very large percentage of 
them either regularly or at least occasionally 
act as bailees, that is, they have property 
of others which they are holding for par- 
ticular purposes. 
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Generally speaking, a bailee is under the 
duty to use reasonable care for the pres- 
ervation of the bailed property, and if the 
property is destroyed without fault on his 
part he is not liable therefor. Ordinarily, 
in an action based on negligence, the courts 
hold that the burden of proof is on the 
plaintiff to prove that the defendant was 
negligent. 

But in the rather recent case of George v. 
Bekins Van & Storage Company, 17 NEGLI- 
GENCE Cases 196, 33 Cal. (2d) 834, 205 Pac. 
(2d) 1037 (1949), involving the liability of 
a warehouseman for destruction of a de- 
positor’s furniture while in storage, the Cali- 
fornia Supreme Court held that “the burden 
of proving that the goods were not lost 
because of negligence is on the defendant 
[ warehouseman ].” 

And in the case of Downey v. Martin Air- 
craft Service, Inc., 17 NEGLIGENCE Cases 1060, 
96 Cal. App. (2d) 94, 214 Pac. (2d) 581, the 
district court of appeal held that the rule of 
the George case was applicable to every type 
of bailment for hire, and not merely to ware- 
housemen. 

And in the case of Hanson v. Wells Van 
& Storage Company, 18 NEGLIGENCE CASES 
1033, 100 Cal. App. (2d) 332, 223 Pac. (2d) 
509, the district court of appeal held, where 
a bailment was destroyed by fire, that it 
was not sufficient for the bailee to merely 
prove that the cause of the fire was un- 
known in order for him to sustain the bur- 
den of proving he was not negligent. 

These cases illustrate the heavy liability 
that is placed upon bailees, especially when 
considering the large number of fires the 
cause of which is unknown. The net prac- 
tical result of these cases is that in many 
instances the liability of a bailee will, in 
effect, be that of an insurer. 

There was another important rule of law 
settled by the George case. It has long been 
the law in California, where no public in- 
terest was involved, that parties to a private 
contract could contract in advance that one 
party should not be liable to the other party 
for any damage resulting from the former’s 
negligence or the negligence of his employees. 
For example, this rule permits a lessor to 
provide in the lease that the lessee shall not 
be liable for damage to the leased property 
resulting from the lessee’s negligence, al- 
though, as we saw when we discussed the 
landlord-tenant relationship, such agreements 
mist be carefully drawn and eyen then, 
there is a limit as to how far they can go. 

In any event, the foregoing is definitely 
limited to cases where no public interest is 
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involved, and in the case of carriers, ware- 
housemen and others dealing with the pub- 
lic, it has generally been held that preloss 
agreements providing for their release from 
liability for loss resulting from their negli- 
gence are invalid. In the George case, the 
California Supreme Court held that it was 
proper for a warehouseman, or one in a 
similar situation, to limit his liability arising 
from negligence, as distingushed from being 
released entirely from such liability. We 
are all familiar with the provisions in stor- 
age receipts limiting the liability of the de- 
positary to a certain amount based on the 
declared value of the goods, and, under the 
George case, these agreements are definitely 
valid, even where the bailee knows that the 
actual value of the property involved greatly 
exceeds the declared value. 


Liability of Employer 
for Employee's Careless Smoking 


Everyone conducting a business has em- 
ployees and, of necessity, must conduct such 
business through those employees, the ex- 
tent of delegation of duties to employees 
being limited only by the size and nature 
of the particular enterprise. 


In this situation there is a rule of law 
applicable known as respondeat superior. This 
is simply a lawyer’s way of saying that an 
employer is liable for injury to the person 
or property of another proximately result- 
ing from the negligent act of his employee 
done in the course of his employment. The 
magic words here are “in the course of 
employment.” 


It has long been the general rule, and 
certainly the understanding of laymen, that 
an employer is not liable for acts of an em- 
ployee which are purely personal to him- 
self and not connected with his work, even 
though performed while he is at work. 


For many years, in the light of this rule, 
it was thought to be the rule in California 
that careless smoking by an employee while 
on the job was not chargeable to the em- 
ployer. This thought found comfort and 
support in two California appellate decisions. 


In Feeney v. Standard Oil Company, 58 Cal. 
App. 587, 209 Pac. 85, an employee of 
Standard Oil Company was smoking while 
making a delivery of gasoline at plaintiff’s 
garage, and dropped a lighted match which 
caused the gasoline to ignite and burn the 
garage. The court held that Standard Oil 
Company was not responsible for the negli- 
gence of the employee in smoking as aforesaid: 
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“Section 2338 of the Civil Code provides: 


“ 


‘A principal is responsible to third per- 
sons for the negligence of his agent in the 
transaction of the business of the agency, 
including wrongful acts committed by such 
agent in and as a part of the transaction of 
such business.’ 


“Under the rule thus declared it seems 
clear that the defendant is not responsible 
for McDonald’s negligent act in dropping 
the lighted match into the gasoline. The 
lighting of the cigarette was no part of 
the transaction of the defendant’s business. 
It was an independent act for McDonaid’s 
personal enjoyment. It occurred during the 
time of his transaction of the defendant’s 
business, but was no part thereof and was 
not in the course of his employment.” 

In Yore v. Pacific Gas & Electric Company, 
99 Cal. App. 81, 277 Pac. 878, defendant's 
employees were setting power poles along 
defendant’s right of way, which was cov- 
ered with dry grass and weeds. A strong 
wind was blowing. Some of the workmen 
were smoking, and a grass fire started from 
a cigarette butt tossed away by one of the 
workmen, which fire destroyed plaintiff's 
field. The court held the defendant was not 
liable for such a fire: 


“Neither the habit of smoking on the part 
of the employees, nor the careless tossing of 
a cigarette stump or burning match into dry 
grass or inflammable material near by, are 
acts within the scope of the employment 
of men engaged in digging holes or setting 
electric power poles. 

“As a general rule, an employer is not 
liable for damages resulting from fires started 
by an employee merely to serve his own 
pleasure or purpose, which acts have no 
connection with the duties of his employ- 
ment, and which have not been directly or 
indirectly authorized or ratified.” 


3ut in the case of George v. Bekins Van 
& Storage Company, cited above, the Cali- 
fornia Supreme Court overruled these cases 
and announced the rule that the employer 
is generally liable for fires caused by care- 
iess smoking on the part of an employee, 
at least where the employer is a bailee of 
property and such careless smoking has 
resulted in destruction of the bailed prop- 
erty. Said the supreme court in the George 
case on this point: 

“Tt is clear, however, at least in bailments, 
that an employer is liable for negligent use 
of fire by his employees while on the prem- 
ises whether or not the particular act is 


IL J— August, 1955 





In « 
test 
ate 


say’ 


stric 
the « 
whil 
the 

that 
to t! 
cust 
the 

neg] 
thei 
defe 
of « 
atte 
part 
bail; 
the 
caus 


jian 
(2d 
for 
by 

sm¢ 
7 
this 
ing 


vides: 


d per- 
in the 
gency, 
y such 
‘ion of 


seems 
ynsible 
»pping 

The 
art of 
siness. 
ynald’s 
ng the 
idant’s 
d was 


” 


npany, 
idant’s 
along 
5 CcOv- 
strong 
rkmen 
| from 
of the 
intiff’s 
as not 


e part 
ing of 
to dry 
y, are 
yment 
etting 


is not 
started 
; own 
ve no 
iploy- 
tly or 


s Van 
Cali- 
cases 
ployer 
care- 
loyee, 
lee of 
> has 
prop- 
reorge 


ments, 
it use 
prem- 
act 1s 


, 1955 


In applying the rule of law known as 
tespondeat superior, the magic words 
are “in the course of employment,” 


says Mr. Levit. 


strictly directed toward the advancement of 
the employer’s interest. A bailee’s employees 
while on the job are acting as custodians of 
the bailments, and any conduct on their part 
that creates an unreasonable risk of damage 
to the bailments renders them negligent as 
custodians. As custodians they are within 
the course of their employment, and their 
negligence in smoking may be imputed to 
their employer. In the present case, 
defendant’s enterprise required the presence 
of employees in the warehouse and was 
attended by the risk that smoking on the 
part of an employee would set fire to the 
bailments. This risk is one arising out of 
the employment. Evidence that the fire was 
caused by careless smoking would not, there- 
fore, absolve defendant of liability.” 


In a speech I gave in San Francisco 
before the Fire Underwriters Association of 
the Pacific in March, 1952, after referring 
to the George case, I commented: 


“Tt does not require too much imagina- 
tion to conclude that the rule as to liability 
for smoking could be extended by the Court 
other than where bailments are 
involved, for example, to the landlord-tenant 
situation and possibly even beyond that.” 


In May, 1954 (in Faulhaber v. Swedlow 
Plastics Company), the Los Angeles County 
Superior Court held that the rule of the 
George case did apply to the landlord-tenant 
situation and instructed the jury that a ten- 
ant was liable to the landlord for a fire 
resulting from careless smoking by the ten- 
ant’s employee. 


On December 23, 1954, the California Dis- 
trict Court of Appeal in the case of DeMir- 
jian v. Ideal Heating Corporation, 278 Pac. 
(2d) 114, held a tenant liable to his landlord 
for destruction of the landlord’s building 
by fire, where the fire resulted from careless 
smoking by the tenant’s employee. 


to cases 


The thinking of the court with respect to 
this subject is best illustrated by the follow- 
ing language from the opinion: 


“Acts necessary to the comfort, conven- 
ience, health, and welfare of the employee 
while at work, though strictly personal to 
himself and not acts of service, do not take 
him outside the course of his employment... . 


Hidden Liabilities 


Lupella [the employee] left his assigned 
work to go to the washroom to use its 
facilities and to smoke, acts necessary to 
his health and comfort and incidental to 
and within the course of his employment.” 


Since careless smoking is one of the most 
common causes of fires, in the light of these 
decisions employers had best give concern 
to their employees’ smoking habits and, 
even more important (since employees have 
been known to smoke without the knowl- 
edge or even contrary to the instructions 
of their employers), make certain that they 
have liability insurance with adequate limits 
that covers their liability for damage to 
person or property including property in 
their care, custody and control, such as a 
leased building. 


I say “adequate limits” advisedly because 
in the Faulhaber case the verdict was $426,000, 
and in the DeMirjian case the damages totaled 
$122,000; in neither case did the fire spread 
beyond the leased building. Bear in mind 
also that in this type of case the damages 
claimed may include not only physical dam- 
age to property but also consequential dam- 
ages such as loss of rentals and profits. 


Liability of Employer 


of Independent Contractor 


An independent contractor is defined by 
the labor code (Section 3353) as one “who 
renders service for a specified result, under 
the control of his principal as to the result 
of his work only and not as to the means 
by which such result is accomplished.” A 
common illustration of an independent con- 
tractor relationship would be where one 
hires a painting contractor to paint his building 
for a fixed contract price, the contractor 
furnishing his own employees for the job. 


Many of us labor under the impression 
that if we hire such an independent con- 
tractor to do some work for us on our own 
property or elsewhere, we are not liable for 
injuries to person or property resulting 
from the independent contractor’s negligence. 


No doubt there is a general rule of law 
to the foregoing effect, but there are so 
many exceptions to it, that we should not 
permit ourselves a strong feeling of im- 
munity from liability in this situation; rather, 
we should be conscious of our potential 
liability arising from the acts of an inde- 
pendent contractor whom we may hire. 


The foregoing is aptly illustrated by the 
case of Austin v. Riverside Portland Cement 
Company, 4 NEGLIGENCE CAsEs (2d) 683, 282 
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Pac. (2d) 69, decided by the California Su- 
preme Court on April 6, 1955. Riverside 
Portland Cement Company owned a large 
cement plant near Victorville, California, 
on which were located high voltage power 
lines owned and maintained by the Cali- 
fornia Electric Power Company. Riverside 
hired Haddock Construction Company, an 
independent contractor, to construct some 
buildings and alter other structures on the 
plant premises. Riverside continued to oper- 
ate its plant during the construction period. 
Haddock used a large mobile crane in con- 
nection with its work. Riverside instructed 
Haddock that if it wanted the power lines 
de-energized during the course of the work, 
it was to make the request of Riverside and 
Riverside would then relay it to the power 
company. About a month before the acci- 
dent in question, Haddock requested River- 
side to have the power lines de-energized 
because of the necessity of the crane work- 
ing near the power lines. Riverside refused 
because it did not want its production of 
cement interfered with. The night of the 
accident, the Haddock crane was again re- 
quired to work near the power lines, but 
this time Haddock made no request to 
Riverside to have the power lines de-energized, 
possibly because it anticipated another re- 
fusal. While so working, the crane con- 
tacted the power lines, resulting in serious 
electric burns to two Haddock workmen 
who were then in contact with the crane 
cables. These men filed suit against River- 
side and recovered verdicts totaling $150,000. 
On appeal the supreme court affirmed these 
verdicts and held Riverside liable. In so 
doing, the court based its decision upon 
the following grounds: 


(1) Since Riverside controlled the power 
lines to the extent that it could have re- 
quested the power company to de-energize 
the wires, it had a high duty of care with 
respect to such wires akin to that of a 
power company that owned and maintained 
high voltage power lines. 


(2) Riverside, as owner of the property, 
owed a duty to furnish the employees of 
the independent contractor, Haddock, a safe 
place to work, including the duty to make 
the premises reasonably safe for the work 
to be done by them, or to give the work- 
men a warning adequate to enabie them to 
avoid harm. 


(3) One who entrusts work to an inde- 
pendent contractor, but who retains the 
control of any part of the work or inter- 
feres therein, is liable for injuries to em- 
ployees of the contractor which result from 
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failure of the owner to exercise his retained 
control with reasonable care. Here River- 
side retained such control by reserving to 
itself, and denying to Haddock, the right 
to request the power company to de-energize 
the power lines, and this imposed upon 
Riverside the duty to exercise such control 
with reasonable care. 


Absolute Liability 
or Liability Without Fault 


It is the law in California that one who 
carries on, or permits to be carried on with 
knowledge thereof, an ultrahazardous activity, 
is liable for all damage to person or prop- 
erty caused thereby, although he was not 
careless in any respect and, in fact, used the 
greatest care to prevent such damage. 

An activity is said to be ultrahazardous 
if it (1) necessarily involves a risk of serious 
harm to the person, land or chattels (per- 
sonal property) of another which cannot 
be eliminated by the exercise of the utmost 
care and (2) is not a matter of common usage, 

This doctrine has been applied in Cali- 
fornia in the following situations: 

In the case of Luthringer v. Moore, 14 
NEGLIGENCE CAsEs 1130, 31 Cal. (2d) 489, 
190 Pac. (2d) 1 (1948), the defendant was 
engaged in the pest eradication business. 
He was hired to exterminate cockroaches 
in the basement of a Sacramento restaurant. 
In so doing he used hydrocyanic acid gas, 
which is a lethal substance. Some of the 
gas escaped and permeated a pharmacy in 
which the plaintiff was working, and severely 
injured him. The supreme court upheld a 
verdict in favor of plaintiff imposing lia- 
bility on defendant, based on the trial court’s 
instruction to the jury that defendant was 
liable irrespective of fault and regardless of 
how careful he had been to prevent the 
escape of the gas. Incidentally, the court 
left undecided the questions of whether the 
building owner, and the restaurant operator 
who had the cockroaches on his premises, 
were also liable under this doctrine. My 
guess is that they could also be held liable 
under this doctrine. 


In Green v, General Petroleum Corporation, 
205 Cal. 328, 270 Pac. 952, an oil well had 
“blown out” due to natural gas pressure 
while in the process of being drilled, and 
plaintiff's property was damaged by debris 
being cast thereon. The California Supreme 
Court declared the driller of the well to be 
liable for this damage, although he had used 
all care possible to avoid the accident. The 
court stated the rule as follows: 
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“Where one, in the conduct and mainte- 
nance of an enterprise lawful and proper in 
itself, deliberately does an act under known 
conditions, and with knowledge that injury 
may result to another, proceeds, and injury 
is done to the other as the direct and proxi- 
mate consequence of the act, however care- 
fully done, the one who does the act and 
causes the injury should, in all fairness, be 
required to compensate the other for the 
damage done.” 

Other situations where the California Su- 
preme Court has indicated the doctrine may 
be applicable include the following: blast- 
ing operations; the manufacture, storage, 
transportation and use of high explosives; 
and an automotive vehicle of such size and 
weight as to be likely to crush water and 
gas mains under the surface of the highway. 
the the 


As said by court in 


Luthringer case: 


supreme 


“The important factor is that certain activi- 
ties under certain conditions may be so 
hazardous to the public generally, and of 
such relative infrequent occurrence, that it 
may well call for strict (absolute) liability 
as the best public policy.” 

It is my opinion that this doctrine, based 
as it seems to be on “public policy” and a 
balancing of conveniences, is only in its 
infancy, and it should not be surprising to 
see it extended and expanded to include a 
number of additional situations. 


Liability of Parent for Negligent 
or Willful Acts of Minor Child 


There is a rather general notion prevalent 
that a parent is not liable for damage re- 
sulting from the negligent or willful acts of 
his child. While this is undoubtedly the 
general rule, there are some very important 
exceptions to this rule which are applicable 
in California, and which indicate the ad- 
visability of parents having insurance to pro- 
tect them from such potential liability. 

These exceptions are stated as follows in 
the case of Ellis v. D’Angelo, 116 Cal. App. 
(2d) 310, 253 Pac. (2d) 675 (1953), where 
the parents were held liable when a four- 
year-old child struck a baby sitter, fractur- 
ing her arms and wrists: 

“In a note in 1955 A. L. R. at p. 87 cases 
are collected under the following statement: 
‘The parent will incur liability for his minor 
child’s intentional acts of violence or dam- 
age to persons or property if, knowing of 
the child’s vicious or destructive tendencies 
or acts, he fails to exercise reasonable meas- 
ures to restrain or discipline the child and 
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thus encourages or acquiesces in such mis- 
conduct on the part of the child.’ 


“Among the cases there cited are Condel 
v. Savo, 350 Pa. 350, 39 A. 2d 51, 155 
A. L. R. 81, which held liable the parents 
of a boy who assaulted a younger child and 
threw him down an embankment where the 
boy was in the habit of attacking younger 
children and the parents with knowledge of 
such conduct had failed to exercise reason- 
able care to control him; Norton v. Payne, 
154 Wash. 241, 281 P. 991, where under 
similar circumstances of previous conduct 
and lack of restraint the child struck a 
younger child in the eye with a stick; Ryley 
v. Lafferty, D. C., 45 F. 2d 641, also an 
assault on a younger child with similar 
knowledge of previous conduct and lack of 
restraint; Hoverson v. Noker, 60 Wis. 511, 
19 N. W. 382, where two young boys were 
in the habit of shooting guns and shouting 
at passersby and the parents with knowl- 
edge took no care to prevent their conduct; 
Johnson vy. Glidden, 11 S. D. 237, 76 N. W. 
993, where with knowledge that he was 
using it negligently the parents permitted 
their son to continue in possession of an 
air gun. 

“Most nearly in point is Zuckerberg v. 
Munzer, 197 Misc. 791, 95 N. Y. S. 2d 856, 
affirmed 277 App. Div. 1061, 100 N. Y. S. 
2d 910. In this case, as in ours, a person 
employed in the household was attacked by 
a young Plaintiff charged that the 
boy’s tendency to assault people was well 
known to the parent and that the parent 
had not warned the plaintiff of this propensity.” 


son. 


Furthermore, there has been a tendency 
on the part of legislative bodies in recent 
years to enact statutes that make parents 
absolutely liable for the willful or malicious 
acts of their children. For example, Section 
16074 of the California Education Code 
provides: 

“Any pupil who willfully cuts, defaces, or 
otherwise injures in any way any property, 
real or personal, belonging to a school dis- 
trict is liable to suspension or expulsion, 
and the parent or guardian shall be liable 
for all damages so caused by the pupil. The 
parent or guardian of a pupil shall be liable 
to a school district for all property belong- 
ing to the school district loaned to the pupil 
and not returned upon demand of an em- 
ployee of the district authorized to make 
the demand.” 


Both houses of the California Legislature 
have just enacted Senate Bill 1062 and it 
has been signed by the governor. This bill 


(Continued on page 547) 
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Property Exchanged 


The dual aspect of the transaction has led 
to two judicial approaches to its taxation 





for a Promise to Pay an Annuity}* 


Mr. Davey is an attorney with the law 
firm of Watters & Donovan, New York 
City. This article is reprinted from 
the July, 1955 issue of TAxres— The 
Tax Magazine. 


T HE TAXATION of the private or non- 
commercial annuity transaction—where, 
typically, the consideration for the annuity 
is property—has produced a considerable 
amount of litigation in respect of taxation 
of the transferor-annuitant, but the tax 
waters in which the transferee-obligor finds 
himself are to a considerable extent uncharted 
by judicial decision, and contain large areas 
of uncertainty. Some of the problems con- 
fronting the obligor concern the determina- 
tion of his basis for the property for purposes 
of evaluating depreciation and gain or loss 
on a sale or exchange, the extent to which 
annuity payments may constitute allowable 
deductions, and the effect of the early death 
of the annuitant upon taxable income of 
the obligor. 

The genesis of the difficulties in this area 
of taxation is the dual-taxation aspect of an 
apparently unitary transaction.’ Initially, 
there is an exchange of property for a prom- 
ise to pay an annuity, such a promise being 
itself property. Second, there is the con- 





1C. V. Hill Estate v. Maloney, 45-1 vustc 
7 9102, 58 F. Supp. 164 (DC N. J., 1944); John 
C. Moore Corporation, CCH Dec. 5005, 15 BTA 
1140 (1929), aff'd, 2 ustc 1 558, 42 F. (2d) 186 
(CCA-2, 1930); Florence L. Klein, CCH Dec. 
2283, 6 BTA 617 (1927); Steinbach Kresge 
Company v. Sturgess, 40-2 ustc { 9682, 33 F. 
Supp. 897 (DC N. J., 1940). 

22 ustc { 736, 283 U. S. 404 (1931) (where re- 
ceipts from a sale of property consisted of inde- 
terminate sums to be paid in futuro, gain was 
realized only as and when such receipts ex- 
ceeded the seller’s basis for the property sold). 
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tinuing element, namely, the periodic pay- 
ments in fulfillment of the promise. Any 
difficulty due to this feature has been com- 
pounded by the courts’ application of the 
rule of Burnet v. Logan’? to the exchange 
element of the transaction, so that as far as 
taxation of the annuitant is concerned, the 
obligor’s promise, when made, is without 
any assignable value; the exchange transaction 
remains open; and gain to the annui- 
tant is realized only as payments are re- 
ceived after the basis has been recovered.’ 

The dual aspect of the transaction has 
led to two different judicial approaches to 
its taxation. One of these, called the capital- 
expenditure theory, regards the obligor as 
an installment purchaser of property.‘ Under 
this theory, the basis of the property in- 
creases with each annuity payment made 
until the death of the annuitant. A treat- 
ment thus keyed to actual payments has 
the charm of apparent simplicity, since there 
is no necessity to value the property at the 
time the annuity transaction is made, but 
difficulties arise where the property is de- 
preciable or the obligor disposes of it before 
the annuitant’s death. 


By the other approach, known as the 
annuity-venture theory, the basis of the 
transferred property is determined immedi- 


3J. Darsie Lloyd, CCH Dec. 9201, 33 BTA 
903 (1936) (acq.); Frank C. Deering, CCH Dec. 
10,903, 40 BTA 984 (1939) (acq.); Commissioner 
v. Estate of Bertha F. Kann, 49-1 uste { 9271, 
174 F. (2d) 357 (CA-3), aff’'g CCH Dec. 
15,959(M), 6 TCM 913 (1947). 

4 Steinbach Kresge Company v. 
cited at footnote 1. 

5 John C. Moore Corporation, cited at foot- 
note 1. 


Sturgess, 
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By GEOFFREY E. R. DAVEY 


ately. Thereafter, the obligor is considered 
as embarking for profit on an annuity ven- 
ture in which he may have gain or loss, 
depending on whether the annuitant dies 
before or after the obligor has paid that 
basis in periodic payments.°® 


Under the latter theory, the basis of the 
property is the value of the annuity at the 
time of the transaction. Where the value 
of the property is not known, the value of 
the annuity is the aggregate of payments 
to be made over the annuitant’s tabular life 
expectancy, each payment discounted to the 
time of the transaction.’ On the other hand, 
where the value of the property is known, 
that value is deemed also to be the value 
of the annuity, on the assumption that the 
transaction is an exchange of equals, with 
the parties bargaining in terms of the annui- 
tant’s individual life expectancy.* However, 
where such an assumption does violence to 
the facts, a part of the property may be 
treated as a gift,® except that if, in turn, 
this treatment is not justified by the facts, 
the court may refuse annuity treatment to 
the transaction, on the ground that the par- 


ties were not bargaining in terms of life 
expectancies.” 

The annuity-venture theory is closely akin 
to the treatment accorded the annuitant 
who, as to the annuity aspect of the trans- 
action, is taxed as if he paid for the annuity 
an amount equal to the fair market value 
of the property.“ The excess of each pay- 
ment over the amount required to be in- 
cluded as income pursuant to the annuity 
aspect ” is appled to the exchange element 
of the transaction.” After the annuitant has 
recovered his basis for the property, he has 
capital gains, but only until the aggregate 
of excess amounts received reaches the fair 
market value of the property.* Thereafter, 
such excess amounts are taxed as ordinary 
income under the 1939 Internal Revenue 
Code,” but are presumably tax free under 
the 1954 Code.” 


The House of Representatives sought to 
solve the difficulties that have beset the 
courts in dealing with taxation of private 
annuities by a specific statutory provision 
in H. R. 8300." This provision was stricken 
by the Senate Finance Committee,* which, 
while praising the objective of clarifying the 
uncertainty of the court decisions, found 
that “the application of the rules of the 
House bill left some uncertainty in particu- 
lar areas, notably in support contracts,” 
and considered it “preferable to give more 
attention to the operation of the proposed 
new rules in various types of situations 
before they were adopted.” 


Taxation of Obligor 


In any approach to the cases and rulings 
in this area of tax law, a careful distinction 
should be made, as far as the obligor is con- 
cerned, between annuities for which the con- 
sideration is cash and those for which 
property is the consideration. The annuity- 
venture theory is applicable to both situa- 
tions, but where cash is the consideration, 





6 Donald H. Sheridan, CCH Dec. 18,981, 18 
TC 381 (1952) (acq.). 

7 Nelson Trottman, CCH Dec. 13,860(M), 3 
TCM 316 (1944). 

8 John C. Moore Corporation, cited at foot- 
note 1. 

® Estate of Koert Bartman, 10 TC 1073 (1948). 

” A. H. Black Company, CCH Dec. 13,680(M), 
3 TCM 14 (1944); Citizens National Bank of 
Kirksville, Missouri v. Commissioner, 41-2 ustc 
1 9699, 122 F. (2d) 1011 (CCA-8), aff’g CCH Dec. 
11.283, 42 BTA 539 (1940). 

1 Florence L. Klein, cited at footnote 1; 
Guaranty Trust Company, CCH Dec. 4790, 15 
BTA 20 (1929); Maud Gillespie, CCH Dec. 
11,626, 43 BTA 399 (1941), rev’d on other 
grounds, 42-1 ustc { 9474, 128 F. (2d) 140 (CCA-9) 
(where the value cf an equivalent commercial 
annuity was used as the value of the property). 


Annuity Transaction 





12 Florence L. Klein, cited at footnote 1; 1939 
Code Sec. 22(b)(2)(A); 1954 Code Sec. 72. 

13 Rev. Rul. 239, 1953-2 CB 53, rejecting C. V. 
Hill Estate v. Maloney, cited at footnote 1, to 
the extent that no allowance was made for the 
amount already taxed as income, so that the 
same income was included in the annuitant’s 
income both as ordinary income and as capital 
gain. Contra, Mary J. Ware v. Commissioner, 
47-1 ustc f 9142, 159 F. (2d) 542 (CCA-5), aff’g 
CCH Dec. 15,358(M), 5 TCM 749 (1946). 

44 Rev. Rul, 239, 1953-2 CB 53; C. V. Hill 
Estate v. Maloney, cited at footnote 1. 

15 See footnote 14. 

16 Sec. 72. 

7 Sec. 1241, H. R. 8300, H. Rept. 1337, 83d 
Cong., 2d Sess. (1954). 

18 Senate Finance Committee report, S. Rept. 
1662, 83d Cong., 2d Sess. (1954), p. 116. 
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the capital-expenditure theory can have no 
application, since there is no property the 
basis of which may be adjusted as annuity 
payments are made. 


It should also be borne in mind that under 
neither theory is any deduction allowed in 
respect of annuity payments until the aggre- 
gate of payments made to the annuitant 
exceeds the value of the annuity at the time 
of the transaction. Where such a deduction 
is denied as a “capital expenditure” before 
that position is reached, there is not neces- 
sarily an indication that the court is adopt- 
ing capital-expenditure theory, since the term 
“capital expenditure” might well be applied 
to such payments set against the obligor’s 
liability under the annuity venture.” It is 
only where the aggregate of previous pay- 
ments is equal to the value of the annuity 
that the denial or allowance of a deduc- 
tion in respect of a further payment by the 
obligor takes on real significance as to 
which approach the court is using. 


Basis on Sale or Exchange; 
Deduction of Annuity Payments 


The earliest consideration of taxation of 
the private annuity obligor was at the 
administrative level. In 1921, O. D. 945” 
adopted the annuity-venture theory, holding 
that on a subsequent sale the obligor’s basis 
for the property is the product of annual 
payment and life expectancy of the annui- 
tant (increased by cash paid to the annuitant 
at the time of the transaction). Since the 
annuitant was apparently still living, it was 
not possible to use total payments as a 
basis. In 1933, O. D. 945 was modified by 
G. C. M. 11655," which provided that the 
obligor’s basis should be the aggregate of 
payments over the annuitant’s life expectancy, 
each payment discounted to the time of the 
annuity transaction. 


Following O. D. 945 there were two 1922 
rulings * which applied the annuity-venture 
theory to situations where a cash considera- 
tion was paid and where, as indicated above, 
the capital-expenditure theory would not be 
applicable. Then, in 1923, I. T. 1662” held 
that because annuity payments were neces- 
sary to acquire the assets and the assets 
were burdened by an agreement to pay an 
annuity, the payments were capital expendi- 
tures. The cryptic language of this ruling 


probably indicates that the obligor was to 
receive the assets or, at any rate, unrestricted 
title thereto only upon completion of the 
annuity payments, so that this was a case 
where total actual payments would be known 
before the obligor would be in a position 
to dispose of the assets. In any event, 
there was no indication that the aggregate 
of payments already made had reached the 
value of the annuity and, accordingly, the 
ruling cannot be taken as a clear rejection 
of O. D. 945 and the annuity-venture theory. 


In 1925, S. M. 3141-A™ denied a deduc- 
tion for an annuity payment made to a 
mother who had transferred a life estate in 
consideration of an annuity promise. The 
obligor was to pay a minimum monthly sum 
and, if he agreed, such further sums as his 
mother desired. The ruling stated that the 
annuity payments were indeterminate, that 
they constituted capital expenditures, and 
that the cost of the property acquired would 
be the total amount of payments made and 
to be made. Here again, since there was no 
indication that the aggregate of payments 
already made had reached the value of the 
annuity, the ruling does not necessarily 
reject O. D. 945. Moreover, the annuity 
payments were indeterminate, so that in the 
absence of knowledge of the value of the 
life estate, the annuity could not be valued. 


An examination of the cases in this area 
reveals a similar uncertainty. The classic 
case expounding the annuity-venture theory 
is John C. Moore Corporation,”™ in which the 
opinion rejects the treatment of the obligor 
as an installment purchaser, because it gives 
him no fixed basis for the property until 
the annuitant’s death, and thereby creates 
insuperable difficulties with respect to de- 
preciation and subsequent sale of the prop- 
erty. The transaction was analyzed into 
its two elements—the acquisition of prop- 
erty and the assumption of an annuity con- 
tract—and the court said that since the 
obligor had thus entered an annuity venture 
it was necessary to look to that venture for 
any gain or loss. The obligor was given 
a basis for the property equal to its fair 
market value, but the court denied a deduc- 
tion for an annuity payment because the 
annuity payments already made, when dimin- 
ished by the interest allowed the obligor as 
a deduction, did not yet aggregate that basis. 








1% Victor J. Hvans, CCH Dec. 6950, 23 BTA 
156 (1931); O. R. Fuller, CCH Dec. 3929. 11 
BTA 1025 (1928); Edwin M. Klein, CCH Dec. 
8832, 31 BTA 910 (1934), aff’d, 36-2 ustc { 9356, 
84 F. (2d) 310 (CCA-7); T. S. Martin Realty 
Company, CCH Dec. 7288, 24 BTA 862 (1931). 
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> Cited at footnote 1. 


IL J— August, 1955 





= 0A na aed Ss 


rt mh os 


an hn ae a ak ae oe oe ae ee ee oe ek oe ee eee ee ee ee ee eee eee 


» he a O68 Gk ae ee Be oe | eee ie, oe 


pe 


ss 





vas to 
tricted 
of the 
4 case 
<nown 
sition 
event, 
regate 
-d the 
y, the 
ection 
1eory. 


leduc- 
to a 
ate in 

The 
y sum 
as his 
at the 
, that 
, and 
would 
e and 
as no 
ments 
of the 
sarily 
inuity 
in the 
yf the 
alued. 


; area 
lassic 
heory 
h the 
dligor 
gives 
until 
‘eates 
o de- 
prop- 
into 
prop- 
con- 
> the 
nture 
‘e for 
given 
; fair 
educ- 
e the 
limin- 
or as 
basis. 





"B66. 





In a number of other cases, the obligor 
has been denied a deduction for an annuity 
payment as being a capital expenditure” 
but, as indicated above, the use of that term 
does not necessarily denote adoption of 
capital-expenditure theory. Thus, in some 
cases there was a failure of proof™ and in 
others it was clear that the obligor would 
not be entitled to a deduction under either 
theory because the aggregate of payments 
fell short of the value of the annuity at the 
time of the transaction.® 


The opinion in the Steinbach Kresge case™ 
unequivocally rejected the annuity-venture 
theory and the reasoning of the Moore deci- 
sion. It recognized the lack of sound prece- 
dent in this area,” but after a discussion of 
both theories expressed a preference for the 
capital-expenditure theory. However, the 
court admitted that even under the annuity- 
venture ,theory the obligor would not be 
allowed the deduction he claimed in respect 
of an annuity payment because his payments 
did not yet aggregate the value of the prop- 
erty. The court disagreed with the Moore 
opinion that failure to have a fixed basis 
would lead to insuperable difficulties, and it 
stated that the exchange transaction could 
remain open even after the obligor’s disposi- 
tion of the property to await the fixing of 
cost and'‘that there was no statutory com- 
mand to reckon tax immediately on disposi- 
tion which would compel establishment of 
cost by actuarial values. The court pointed 
out that its approach was consistent with 
treatment of the annuitant who is deemed to 
have embarked on an open transaction when 
he enters the annuity transaction.” 


It was not until 1945 that there was any- 
thing like a clear rejection of the annuity- 
venture theory by the Tax Court. In the 
Forrester case™ the obligor claimed as his 
basis for the property received the value 
of a commercial annuity equivalent to what 
he had given for the property.” The court 
said that where the annuitant had already 
died it was unnecessary to use theoretical 
methods for ascertaining cost, since it was 
already established by the payments the 
obligor had made. The implication of this 
statement is that where the annuitant is 


still living it may be necessary to resort 
to such theoretical methods and to give the 
obligor a basis derived from such methods. 
However, with this implication there still 
remain the questions of whether any adjust- 
ment would be made on the death of the an- 
nuitant and, if so, the form of such adjustment. 


The Tax Court’s next approach to this 
question was in the Sheridan case,“ where 
the annuitant was still alive and the court 
adopted the annuity-venture theory to allow 
the obligor a loss deduction when the aggre- 
gate of payments already made was greater 
than the value of the consideration for the 
annuity. The opinion stated that in 1926 
the obligor had acquired real property from 
his aunt, partly by a purchase-money mort- 
gage. In 1935 the aunt had released part 
of the mortgage as a gift, and the remainder 
in consideration of the obligor’s promise to 
pay an annuity. What the obligor received 
was: a release from indebtedness, a con- 
sideration closely akin to cash, and thus, as 
indicated above, not a suitable subject for 
application of the capital-expenditure theory. 
The Commissioner apparently. recognized 
this, for his challenge to the deduction was 
based on the argument that the annuity 
transaction constituted an adjustment of the 
purchase price of the subject property, and 
that accordingly the obligor’s basis for that 
property should be increased. The court 
rejected the Commissioner’s interpretation 
of the transaction and based its decision on 
I. T. 1242,” which he was said to have ac- 
cepted as the correct law of the case. 


Deduction for Interest 


In dealing with the taxation of an annui- 
tant in a year before the 3 per cent pro- 
vision had been included in the tax law, 
the Board of Tax Appeals, in Florence L. 
Klein,” had held that the annuitant should 
include in gross income the “discount” ele- 
ment of each annuity payment, that is to 
say, the difference between the annuity pay- 
ment and its value when discounted to the 
time of the annuity transaction. The Moore 
opinion cited this decision as authority for 
granting the obligor a corresponding in- 
terest deduction, but since that time no 
court has allowed the obligor such a deduc- 





26 Cases cited at footnote 19. 

2 Elliott Corbett, CCH Dec. 8050, 28 BTA 
46 (1933); O. R. Fuller and T. S. Martin Realty 
Company, cited at footnote 19. 

28 Victor J. Evans and Edwin M. Klein, cited 
at footnote 19; John C. Moore Corporation and 
Steinbach Kresge Company v. Sturgess, cited 
at footnote 1. 

29 Cited at footnote 1. 

3% Steinbach Kresge Company v. 
cited at footnote 1, p. 899. 


Sturgess, 


Annuity Transaction 


31 See cases cited at footnote 3; C. V. Hill 
Estate v. Maloney, cited at footnote 1; Rev. 
Rul. 239, cited at footnote 13. 

* D. Bruce Forrester, CCH Dec. 14,425, 4 TC 
907 (1945). 

% Cf. Maud Gillespie, cited at footnote 11. 

31 Donald H. Sheridan, cited at footnote 6. 

% T-1 CB 61 (1922). 

36 Sec. 22(b)(2), Revenue Act of 1934. 

37 Cited at footnote 1. 


tion,* even though the annuitant had been 
required to include in gross income either 
“discount” ® or, under later provisions of 
the tax law, 3 per cent of the considera- 
tion for the annuity.” 


The courts have denied inconsistency in 
this treatment of annuitant and obligor, on 
the ground that statutory provisions for 
deductions must be strictly construed“ and 
that “indebtedness,” as used in the statutory 
provision granting a deduction for interest 
thereon, means an amount payable in all 
events, whereas the obligor’s liability being 
contingent on the annuitant’s continuing life 
is not such indebtedness.® Moreover, in the 
Steinbach Kresge case the court found it 
inconceivable that an annuitant would exact 
interest from the obligor for paying him 
what he desired. 


Deduction for Depreciation 


The Moore decision is the only one con- 
taining a holding as to the obligor’s basis 
for depreciation. Applying the annuity- 
venture theory, the court there ruled that 
the obligor’s basis was the value of the 
property at the time of the annuity transaction. 


Under the capital-expenditure theory, as 
expressed in the Steinbach Kresge case, the 
transaction in which the obligor disposed 
of property would remain open until the 
annuitant’s death. That case did not in- 
volve depreciable property but, had it done 
so, it is doubtful that the court would have 
suggested that each of the obligor’s tax 
years would remain open till the obligor’s 
death, at which time cost would be fixed 
and depreciation computed for each year 
from the time of the annuity transaction. 

One writer“ in support of the capital- 
expenditure theory has suggested that, for 
depreciation purposes, basis should be an 
increasing amount consisting of actual cost, 
that is-to say, the aggregate of payments 
already made. Such a treatment fails to 
recognize that at any time during the an- 





% Reliable Incubator Company, CCH Dec. 
15,128, 6 TC 919 (1946); Autenreith, CCH Dec. 
10,998, 41 BTA 319 (1940), aff’d, 40-2 ustc { 9795, 
115 F. (2d) 856 (CCA-3); Victor J. Evans, cited 
at footnote 19; F. A. Gillespie &€ Sons Company 
v. Commissioner, 46-1 ustc § 9207, 154 F. (2d) 
913 (CCA-10), aff’'g CCH Dec. 14,185(M), 3 TCM 
1073 (1944), cert. den. 329 U. S. 781; Edwin M. 
Klein, cited at footnote 19. See also I. T. 1242, 
I-1 CB 61. 

%° Hdwin M. Klein, cited at footnote 19 (the 
court also drew a distinction between interest, 
which would be deductible, and discount). 

“Ff, A. Gillespie & Sons Company v. Com- 
missioner, cited at footnote 38 (the court said 
the amount required to be included in income 
was not interest, but only ‘“‘in the nature of 
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nuitant’s life, actual cost consists not only 
of payments already made, but also of the 
contingent liability for future payments. 
Moreover, in Crane v. Commissioner, the 
United States Supreme Court expressed 
disapproval of an increasing basis for use 
in determining depreciation. In that case it 
held that where property was acquired 
subject to a mortgage, its basis for deprecia- 
tion was its gross cost including the mort- 
gage liability, rather than the owner’s equity. 
The Court said that depreciation deductions 
based on equity values “will represent only 
a fraction of the cost of the corresponding 
physical exhaustion,” and quoted the view 
of the Commissioner (whom the Court 
upheld) that using equity as the basis would 
require the basis to be changed with each 
payment on the mortgage, and that the at- 
tendant problems of repeatedly recomputing 
basis and annual allowances would be a 
tremendous accounting burden on both the 
Commissioner and the taxpayer. 


Present State of the Law 


One thing alone is clear from the cases— 
that, despite the Moore decision to the con- 
trary, the obligor will not be allowed a 
deduction in respect of interest. That the 
cases“ should have shown such virtual 
unanimity is somewhat surprising in view 
of the fact that Congress, in enacting provi- 
sions for taxation of annuity payments,” 
has tacitly recognized that the annuitant 
is a recipient of interest, even though its 
amount is arbitrarily determined. It seems 
inconsistent to deny a deduction to the 
obligor, who alone could have paid such 
interest, and the logical amount of such a 
deduction would seem to be the sum re- 
quired to be included in the annuitant’s 
income. Alternatively, the obligor could be 
permitted an interest deduction computed 
by applying some agreed rate to the amount 
of principal not yet returned to the annui- 
tant.“ Such a method would be more in 





interest,’’ and so was not deductible by the 
obligor). 

uF, A. Gillespie &€ Sons Company v. Com- 
missioner, cited at footnote 38. 

#1939 Code Sec. 23(b); 1954 Code Sec. 163. 

“FF, A. Gillespie &€ Sons Company v. Com- 
missioner, cited at footnote 38; Edwin M. Klein, 
cited at footnote 19. 

‘4 Milton E. Meyer, Jr., ‘‘Transfer of Property 
for an Annuity—Tax Position of the Trans- 
feree,’’ 31 TAXES 645 (August, 1953). 

#% 47-1 ustc J 9217, 331 U. S. 1. 

4 Cases cited at footnote 38. 

Sec. 22(b)(2), Revenue Act of 1934; 
Code Sec. 22(b)(2)(A); 1954 Code Sec. 72. 

% See Commissioner v. John C. Moore Corpo- 
ration, 42 F. (2d) 186, at p. 188. 
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accord with realities than that of the Moore 
case which gave the obligor an interest 
deduction increasing with each annual pay- 
ment until the whole principal had been 
returned to the annuitant. 


As to the remainder of the questions, it 
must be recognized that there are two 
distinct theoretical approaches, each leading 
to different tax consequences, but a perhaps 
not-too-attenuated harmonization of the ac- 
tual holdings may be made as follows: 


In a private annuity transaction the con- 
sideration for the annuity may be cash or 
property. When cash (or its near equiva- 
lent) is the consideration, the obligor is 
regarded as being engaged in an annuity 
venture. In such an event, if the annuitant 
dies before he has received payments aggre- 
gating the amount of the cash consideration, 
the obligor realizes an immediate gain 
measured by the difference, but once the 
annuitant has recovered that cash consider- 
ation, further payments when made con- 
stitute losses to the obligor.” 


On the other hand, if the consideration 
for the annuity is property, the latter takes 
a tentative basis equal to the value of the 
annuity at the. time of the transaction, 
determined by reference to the value of the 
property exchanged for the annuity™ or, if 
that is not known, by aggregating the pay- 
ments to be made over to annuitant’s tabular 
life expectancy, each discounted to the time 
of the transaction." This tentative basis 
will be used for computing depreciation 
and gain or loss, but only until the annui- 
tant’s death, at which time basis will be 
ultimately determined by the aggregate of 
payments made,” with appropriate adjust- 
ment for depreciation to that time. 


Some Further Unsettled Questions 


If the foregoing hornbook statement is 
sound as far as “property” consideration is 
concerned, it is clear that it is the capital- 
expenditure theory with a modification to 
cover the period until the annuitant’s death. 
It is also apparent that at least two ques- 
tions remain unanswered. They are: 


(1) Where the annuitant has already re- 
ceived in aggregate of payments the value 
of the property, does the tentative basis in- 
crease with further payments? 


(2) Where the obligor has disposed of 
the property prior to the annuitant’s death 
and taxability has been determined by 
reference to the tentative basis, is any ad- 
justment to be made on the annuitant’s sub- 
sequent death or where the aggregate of 
payments to the annuitant exceeds that 
tentative basis? 


To each of these questions an affirmative 
answer seems reasonable. As to the first, 
it would seem unrealistic to peg the obligor 
to a tentative basis where it is certain that 
it will be exceeded by the ultimate basis. 
It may be said in this situation, as in the 
Forrester opinion, that it is no longer neces- 
sary to apply theoretical methods. Further, 
the hardship of a variable basis for depre- 
ciable property is perhaps not as great™ 
as was suggested in the Moore case. It 
would seem, therefore, that the obligor’s 
tentative basis for the property should be 
increased with each annuity payment once 
the aggregate of prior payments reaches the 
value of the annuity. 


As to the second question, it would seem 
undesirable that taxation of a transaction 
should be unrelated to the economic bene- 
fits derived from it. Where a tentative 
basis has been used, it would seem proper 
to make appropriate adjustments if a sub- 
sequent event serves to fix the obligor’s 
ultimate basis or make it certain that the 
tentative basis will be exceeded, and it 
would seem appropriate that such an event 
should be the occasion for an adjustment. 
Such treatment would entail an extension 
of the rule of Burnet v. Logan,™ for under 
that rule it could not eventuate that the 
seller having in one year a gain from the 
transaction could have a loss in a subse- 
quent year, as could readily happen pursu- 
ant to the adjustments suggested here. To 
illustrate the adjustment that would be 
made, suppose the obligor, O, had a tenta- 
tive basis of $10,000 for nondepreciable 
Property acquired in a private annuity trans- 
action and sold the property during the life 
of the annuitant, A, for $12,000. O would 
thereupon realize a gain of $2,000. Suppose 
that A died after having received an aggre- 
gate of $6,000 in annuity payments. This 
event would fix O’s ultimate basis at $6,000, 
and O would consequently realize a further 
gain of $4,000 on his sale. (If O’s sale had 
resulted in an initial loss from which he 





*® Donald H. Sheridan, cited at footnote 6; 
I. T. 1242, I-1 CB 61, and I. T. 1484, I-2 CB 66. 

5% John C. Moore Corporation, cited at foot- 
note 1. 
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51 Nelson Trottman, cited at footnote 7; 
O. D. 945, 4 CB 44, as modified by G. C. M. 
11655, XII-1 CB 159. 

52 See case cited at footnote 32. 

533 Meyer, work cited. 

54 Cited at footnote 2. 





derived no benefit taxwise, the subsequent 
gain might present an occasion for applica- 
tion of the tax-benefit theory.) Suppose, 
instead, that A did not die before receiving 
an aggregate of $10,000 in annuity pay- 
ments, and that he lived to receive subse- 
quent payments. Each subsequent payment 
would clearly serve to increase O’s ultimate 
basis, and would be an appropriate occasion 
for granting an equivalent loss to ‘O, as an 
adjustment of the sale transaction. 


The foregoing analysis of taxation of 
the obligor is somewhat analogous to that 
of the annuitant under the 1939 Code, The 
annuitant who pays cash realizes gain in the 
transaction only when the total of annuity 
paymeénts, reduced by amounts includable 
as income, exceeds that cash considera- 
tion.” The annuitant, however, does not 
get the benefit of a deductible loss if he 
dies before he so recovers that considera- 
tion.” Again, where the consideration is 
property the exchange element of the trans- 
action remains open, but, in the case of the 
annuitant, only until the total of annuity 
payments, reduced by amounts includable 
as income, reaches the value of the prop- 
erty at the time of the exchange,” and it 
seems likely that the same result would 
follow under Section 72 of the 1954 Code. 


Under this analysis, annuitant and obligor 
are also treated consistently in that, for 
both, the obligor’s promise is deemed to 
have no finally determinable value at the 
time of the transaction.* Finally, taxation 
of the obligor pursuant to this analysis 
meets at least one of the classical desiderata 
of a sound tax, namely, that payment be 
required when most convenient to the tax- 
payer.” Thus, if the annuitant dies while 
the obligor still owns the property, no gain 
is realized at that time. Only when the 
obligor sells the property, and hence has 
the wherewithal to pay, is any tax levied. 


Abortive Legislative Action 


In conclusion, consideration will be given 
to certain provisions of Section 1241 of 
H. R. 8300 which, if incorporated into the 
1954 Code, would have resolved many of 
the taxation difficulties where property is 


given for a private annuity. These provi- 
sions constitute a marriage of theories, a 


’ 


meshing of the treatment of annuitant and 
obligor, and a legislative reversal of the 
now firmly entrenched judicial doctrine that 
the obligor may not have an_ interest 
deduction.” 

Section 1241(a)(1) provides for treatment 
of the seller of the property, that is, the 
annuitant. By its terms, as supplemented 
by the report of the House Ways and 
Means Committee, the annuity contract 
would be assigned a value equal to that of 
an equivalent commercial annuity (without 
regard to the financial condition of the 
obligor); the assigned value would be 
deemed the consideration paid, for purposes 
of Section 72 of the 1954 Code (taxation of 
annuities); and the seller would realize 
capital gain or loss at the time of the 
annuity transaction. 

This provision would have removed one 
of the chief causes of difficulty in this area 
of taxation, by reversing the judicial doc- 
trine of the Lloyd, Deering and Kann cases™ 
that the obligor’s promise, when made, has 
no assignable value. But the provision 
would have reversed not Burnet v. Logan, 
as the committee claimed, but only those 
cases applying its principle to private an- 
nuity transactions. 

By assigning to the annuity contract the 
value of an equivalent commercial annuity, 
the significance of bargaining in terms of 
the annuitant’s individual life expectancy 
would be eliminated. The report of the 
House Ways and Means Committee specif- 
ically stated that any excess of value of the 
property over value of the appropriate 
commercial annuity might “be considered 
a gift in line with the court decisions in 
Estate of Koert Bartman (10 T. C. 1073) 
and other cases.” 

The Senate Finance Committee’s only 
specific criticism of Section 1241 was that 
it left uncertainty in the area of support 
contracts.” It is clear that the value of 
a commercial annuity cannot be determined 
unless the payments are specified, and thus 
Section 1241 is not applicable to support 
contracts. Similarly, Section 72 of the 1954 
Code (with which Section 1241 of H. R. 
8300 was to be meshed), being keyed to the 
expected return under the contract, is not 
applicable to such contracts. While the 
support contract could be included in Sec- 








55 1939 Code Sec. 22(b) (2) (A). 

56 Industrial Trust Company v. Broderick, 37-2 
ustc { 9427, 19 F. Supp. 961 (DC Del., 1937), 
aff'd, 38-1 ustc { 9136, 94 F. (2d) 927 (CCA-1), 
cert. den., 304,U. S. 572. 

57 Rev. Rul. 239, 1953-2 CB 53; C. V. Hill 
Estate v. Maloney, cited at footnote 1. 

58 Cases cited at footnote 3. 
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59 Adam Smith, Wealth of Nations: ‘‘Every 
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tion 1241(a)(1) by assigning to it a value 
equal to the property transferred, no such 
simple amendment could place support con- 
tracts within the embrace of Section 72. 
Perhaps support contracts are so much sui 
generis as to warrant special treatment. 

Section 1241(b)(1) would give the pur- 
chaser of the property, that is, the obligor, 
a tentative basis of the assigned value of 
the annuity (plus any other consideration 
given to the seller) until the occurrence 
of mortality gain or loss (described below) 
arising from the death or survival of the 
annuitant. 

Section 1241(b)(2) would allow the obligor 
an interest deduction equal to the portion 
of each annuity payment includable in gross 
income of the annuitant under Section 72 
of the 1954 Code. This provision consti- 
tutes an adoption of the Moore decision and 
a rejection of those cases denying an inter- 
est deduction to the obligor.® 

In Section 1241(d)(2), “mortality gain” 
is defined as the excess of the assigned value 
of the annuity contract over the aggregate 
of the portions of the annuity payments 
which have not been allowed as interest 
deductions, and is realized on the annuitant’s 
death. “Mortality loss” is defined as the 
excess of such aggregate over the assigned 
value of the annuity contract, and is realized 
partially as each payment is made, once 
that aggregate has reached the assigned 
value of the annuity contract. 

By Section 1241(b)(4)(A), if the prop- 
erty were held by the obligor when a 
mortality gain or loss occurred, its basis 
would be adjusted, but, to avoid the pos- 
sibility of a negative basis, provision would 
be made, after reducing the basis of the 
property to zero, for applying any unused 
mortality gain or loss to other property 
of the obligor. There is no provision, how- 
ever, for a situation where there is still some 
unused mortality gain or loss remaining 
after such application. 


HIDDEN LIABILITIES ———————— 


adds Section 1714.1 to the civil code, and 
provides as follows: 


“Any act of willful misconduct of a minor 
which results in any injury to the property 
of another shall be imputed to the parents 
having custody or control of the minor for 
all purposes of civil damage, and such par- 
ents having custody or control shall be 
jointly and severally liable with such minor 





88 Cases cited at footnote 38. 


Annuity Transaction 


By Section 1241(b)(4)(B), if the prop- 
erty had been disposed of by the obligor, 
a mortality gain or loss would be treated 
as a gain or loss on the sale of property, 
but this provision contains no exception for 
the case of disposal of such property by 
gift, whereby the donee’s basis might be 
adjusted. Both paragraphs (A) and (B) of 
Section 1241(b)(4) do, however, contain pro- 
rating provisions to meet the situation where 
a part of the property has been disposed of 
and a part retained. 


Section 1241 also provides for the situa- 
tion where property is acquired subject to 
a pre-existing contract, and for suitable 
adjustment where the obligor replaces his 
obligation by a commercial annuity, the 
premium therefor being regarded as an 
annuity payment by the obligor. It con- 
tains no provision, however, for any ad- 
justment of allowable depreciation, where 
mortality gain or loss would have the effect 
of varying the tentative basis pursuant to 
Section 1241(b)(4)(A) or where it would 
produce a gain or loss under Section 


1241(b) (4) (B). 


While it would seem extremely unlikely 
that judicial decisions could extend to deal- 
ing with the problem of a zero basis in as 
sweeping a manner as Section 1241 would 
have done or that an obligor who had 
donated property would be treated as a 
seller thereof for purposes of adjustment in 
respect of mortality gain or loss, it is quite 
possible that, as indicated in the preceding 
analysis of the case law, the general pro- 
visions of Section 1241 in respect of the 
obligor may be evolved by the courts, espe- 
cially in regard to tentative basis and ad- 
justment for mortality gain or loss. It will 
be interesting to-see whether, in the absence 
of a provision similar to Section 1241 of 
H. R. 8300, the courts do, in fact, develop 
such a modified capital-expenditure approach 
to taxation of the obligor. [The End] 


Continued from page 539 | 


for any damages resulting from such willful 
misconduct. 

“The joint and several liability of one or 
both parents having custody or control of a 
minor under this section shall not exceed 
$300.00 for each tort of the minor. The 
liability imposed by this section is in addi- 
tion to any liability now imposed by law.” 


[The End] 
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| FOR HARM DONE BY THE PRODUCT M1 
s c 
Continued from page 524|j 
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are likely or liable to be injured, such danger, and its power to become dangerous 3 
manufacturer or one who holds himself was shown by what it did... . It is sufficient 4 
out to be the menufacturer, is liable to such to say that from the principle stated, we h 
person who suffers injury, through such conclude that it was a proper question for t 
negligence, while using such article in a_ the jury as to whether or not the sofa, when : 
proper manner. This is true even though used as the plaintiff was using it, because 
there be no privity of contract between the of defective construction, became an article § ‘ 
manufacturer and such persons.” or instrument imminently dangerous to t 
. . sa a human life and limb, and that the finding ' 
Likewise, in California a person who sat ; ; mS zm 8 1 
. com eae of the jury was authorized by the evidence. 
in a chair in a department-store beauty : : f 
parlor was entitled to sue the manufacturer On the other hand, where the court does ( 
of this chair alter the metal leg had Irac- not find the product to be imminently or 3 I 
tured, sending the plaintiff to the floor with jnheretly dangerous it may fail to find that 
4 24 ve . Cakes 
a jolt. the manufacturer has a responsibility to a 1 
The same result was reached in Georgia eee td — he has oe — he 
when a spring broke loose from a sofa bed, P&cause the aie Seat i Post , "E. es : 
striking the plaintiff-purchaser in the eye: * See Seen }- parkas ay — 
Case Goods Company,” the plaintiff sued the 


“We are aware that a sofa is a rather 
ordinary article or piece of furniture and 
that no contractual privity existed between 
the plaintiff and the manufacturer, the de- 
fendant. We realize further the common 
law, as a general rule, throws a strong arm 


of protection around the manufacturer, 
warding off claims of third persons, not 
direct purchasers, for injuries sustained 


from the use of the article so manufactured 
and sold by him. ... The sofa here is not 
an inherently destructive instrument. It 
may have within itself, if negligently made, 
the potency of danger; yet no one thinks 
of it as an implement whose normal func- 
tion is destructive. It becomes dangerous 
only if so imperfectly constructed that its 
defects so make it. While it is true 
that it is quite possible to use almost any- 
thing in a way that will make it dangerous 
if defective, that is not enough to charge 
the manufacturer with a duty independent 
of his contract, but here the plaintiff was 
using the sofa in the ordinary way it was 
intended by the manufacturer that it be 
used. .. . Here the injury done because of 
the defective construction of the sofa was 
serious and not trivial, for it caused the 
plaintiff the loss of a member of her body, 
and having inflicted this serious and per- 
manent injury, it demonstrated that when 


negligently made it had the potency of 


defendant, a manufacturer of household fur- | 
niture who had made a “circassian walnut 
bed,” which had been sold to the plaintiff 
by R. H. Macy and Company. The plain- 
tiff alleged that about a year after she had 
purchased it, “while she was properly and 
carefully in said bed while in her home in 
a pregnant condition and about to be de- 
livered of a child, the strips of wood fastened 
or attached on the inner sides of the béd, 
upon which the slats rested, suddenly broke 
and gave way, precipitating plaintiff to the 
floor, by reason of which, and caused thereby, 
she suffered the injuries for which she seeks 
to recover.” 

In denying recovery the court would not 
recognize that a bed could be an engine of 
harm. 


“It is clear therefore that an action can- 
not be maintained on the facts alleged in the 
complaint, which do not remove the case 
from a general rule that an action for negli- 
gence cannot be maintained by third persons 
against the manufacturer of an article not 
in and of itself imminently and inherently 
dangerous. An ordinary bed is not an ar- 
ticle that is reasonably certain to place life 
and limb in peril when negligently con- 
structed, or which of itself, in the use to 
which it is intended to be put, gives any 





24 Sheward v. Virtue, 7 Negligence Cases 754, 
20 Cal. (2d) 410, 126 Pac. (2d) 345 (1942). 

2% Simmons Company v. Hardin, 75 Ga. App. 
420, 43 S. E. (2d) 553 (1947). The clamp hold- 


548 


ing the spring contained a fracture and worked 
loose because it had not been securely fastened 
to the sofa frame. 

76166 N. Y. S. 509 (1917). 
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warning of dangerous consequences attend- 
ing to its use, and the manufacturer is not 
charged with knowledge of danger in its 
contemplated use, ‘not merely possible but 
probable’.... 


“An ordinary wooden bed is such a com- 
mon article and in such universal use, its 
manner of construction and method of use 
having remained the same for generations, 
that we may take judicial notice of its 
construction, especially when aided by the al- 
legations of the sixth and seventh subdivi- 
sions of the complaint, and of the fact that 
the strips of wood on the inner sides of the 
sidepieces which form a support for slats 
where laid crosswise, but a short distance 
from the floor, sometimes give way. The 
drop to the floor, however, is so slight, the 
body of the occupant usually so well sur- 
rounded by protecting bedding, that bodily 
injuries cannot reasonably be expected te 
result therefrom. Such a bed is not inher- 
ently or immediately dangerous to life or 
limb, and it is shown in the case at bar by 
the fact that this bed had been in use for 
nearly a year preceding the accident, with- 
out indication of weakness or defective 
construction.” 

Perhaps this latter case would have been 
decided differently today, when the trend 
is to find liability when the product causes 
injury due to its negligent construction, re- 
gardless of any inherent danger.” 

Thus, the Supreme Court of California has 
held that it was a question of fact for the jury 
to determine whether or not an extension lad- 


2 Of this case one writer has suggested that 
the court was simply unwilling to allow recov- 
ery when the defect produced harm of such 
unexpected magnitude. Note, ‘‘Manufacturers’ 
Liability—-MacPherson v. Buick Comes of Age,”’ 
cited at footnote 19, at p. 466. For the same 
result see also Jaroniec v. C. L. Hasselbarth, 
Inc., 223 App. Div. 182, 228 N. Y. S. 302 (1928), 
where the plaintiff was denied any relief from 
injury suffered in the use of a mattress made 
by the defendant but purchased by plaintiff 
from a dealer. In denying recovery, the court 
said: ‘‘A mattress is in no sense a thing in- 
herently or imminently dangerous. ‘The nature 
of the thing’ is not such as to be reasonably 
certain to imperil life or limb when negligently 
made. Its nature suggests no warning. Unless 
it contains something foreign to its use or to 
its nature, its use threatens no danger to any- 
one. There is no danger at all in a mattress 
itself; nothing about it which would convey 
‘knowledge of a danger, not merely possible, 
but probable’. In itself it is as free from any 
possible danger as a suit of clothes, although 
that might contain a piece of a broken needle 
which would pierce the skin and make a port 
of entry for iniection.’’ See also Isbell v. Bied- 
erman Furniture Company, 115 S. W. (2d) 46 
(St. Louis Ct. of App., 1938), where the plain- 
tiff was the wife of the purchaser of a bed and 
suffered a miscarriage and other injuries when 


Manufacturers’ Liability 


der of recent manufacture, when used as the 
plaintiff was using it, became an instrument 
imminently dangerous to human life or 
limb.* Plaintiff had been standing on the 
top rung of the ladder handling window 
screens when the rung collapsed. Conflict- 
ing testimony was introduced as to whether 
the ladder manufacturer inspected the stock 
used and whether, if he did not, there was 
any obligation to do so. 


Breach of duty.—As we have seen, there 
can be no legal liability and a cause of action 
cannot exist in the absence of a correspond- 
ing duty owing by the party sought to be held 
to the party injured. The scope of this duty 
is ever widening.” 

The duty which the home furnishings 
manufacturer owes to his consumers is to 
exercise care commensurate with the nature 
of the things he is making to see that they 
are safe for their intended use.” The care 
to be exercised is “only that of a reasonable 
man under the circumstances.” What a 
reasonable man (that is to say, the judge 
and jury) will conclude is that an appro- 
priate quantum of care will be deduced from 
the probability of defects in the manufac- 
turing process. When the manufacturer, by 
failing to exercise this care, creates an un- 
reasonable risk of unintended harm to an- 
other, he will be liable if the harm is suf- 
fered. 

While there are numerous decisions aris- 
ing out of litigation involving injuries from 
home furnishings, the injuries from which 


a bed rail having a knot in it broke, causin 
the bad slats to fall to the floor. ‘‘A bed F 
is obviously not an article that in and of itself 
is imminently or inherently dangerous to the 
users thereof.’’ Somewhat irrelevantly the court 
continued by noting that ‘‘ordinary humans 
spend practically one-third of their span of 
life in bed. Therefore, we may properly as- 
sume that ordinary humans possess know!edge 
of the mechanism of an ordinary wooden bed.”’ 
Likewise, see the denial of recovery to the wife 
of purchaser of a porch swing who was injured 
when the hook holding it broke, in Osheroff v. 
Rhodes-Burford Company, 203 Ky. 408, 262 
S. W. 583 (1924). Is it not quite artificial to 
hold this way when, as here, ‘‘the wife was 
with him [husband] and assisted in making 
the selections’’ of the total amount of furniture 
purchased from the store? 

°° Kalash v. Los Angeles Ladder Company, 1 
Cal. (2d) 229, 34 Pac. (2d) 481 (1934). The jury 
so found in the plaintiff's favor, but a majority 
of the court reversed this judgment because it 
found the instructions too confusing on the 
»ssue of whether the manufacturer had been 
free from actionable negligence in failing to 
discover the dangerous condition of the defec- 
tive rung. 

29 See footnote 61. 

%* Miller, work cited at footnote 19, at p. 115. 

31 Prosser, work cited at footnote 1, at p. 680. 
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they stem seem to be quite few in relation 
to the great number of exposures to these 
products. This might suggest, on the one 
hand, that a'great deal of care is used in 
home furnishings manufacture, and, on the 
other hand, that even faulty construction of 
furnishings does not cause too much harm. 

That much care is expended specifically 
by furniture manufacturers in seeing to it 
that their products will create no harm may 
be open to question. Once the design of 
the end product has been determined to be 
correct in terms of stresses and strains to 
which it will be subjected, it does not seem 
generally that inspection is carried on be- 
yond the stage of determining whether the 
item is visually acceptable. 

Furthermore, many items of furniture 
would not appear to lend themselves to 
readily foreseeable injury. A chest of draw- 
ers, for example, will not normally be a 
point of contact with person or property 
in such a way as to result in any injury.- A 
dining room table does not have so much 
weight placed upon it that it will collapse 
when people are seated at it and eating in 
the manner for which the table was de- 
signed. An upholstered sofa is usually so 
close to the floor, anyway, that the breaking 
of a leg by virtue of the weight of those 
seated on it with reference to a defect in the 


leg or its attachment to the frame will prob- 
ably not result in injury to anyone. 


The 


may be described as a kind of marginal in- 


manufacture of home furnishings 
dustry. The thousands of producing units 
throughout this nation are in keen and in- 
tense competition with each other. Price 
thus becomes a determining factor when 
the dealer makes his purchases. And with 
labor, material and overhead costs in one 
part of the country (the South) so dispro- 
portionately below those of the rest of the 
country, extensive inspection or other care- 
taking procedures are not particularly ap- 
pealing to the manufacturer when they result 
in additional costs to him. 

As was indicated before, the inspection 
which does occur will be of a visual nature 
predominantly: Is the fabric covered over 
the chair frame or is the mattress ticking 
(cover) so fitted over the felting materials 
that the seams and design match properly? 
Is the finish on the top of the chest smooth 
and unchecked? Is the table level when 
standing on the shipping room floor? To 


Where the plaintiff shows that he 

used the item properly and damage 

resulted, but he fails to negative 

other possible causes of his injury 

than defendant’s negligence, recov- 

ery may not be allowed by the court. 
* 


do more is to tend to make furniture manu- 
facturing uneconomical. 


The furniture manufacturer may fabricate 
most of his own parts—in some cases he 
grows his own lumber and operates his own 
saw mills—and then assemble them into the 
completed chair or table or mattress. Cer- 
tainly he will be liable for defects in those 
parts which he manufactures himself. Other 
furniture manufacturers may choose to as- 
semble prefabricated parts into the final 
product. A common practice is to purchase 
dimension-cut lumber and assemble this 
into chests, tables and chairs. The manu- 
facturer of rattan furniture may merely 
assemble in the United States several sub- 
assemblies prepared in the Philippine Islands. 
The manufacturer of bedding usually buys 
the spring units from a supplier rather than 
wind and bend them himself. 

There seems to be no reason why the 
latter producer should be able to free him- 
self from liability because of defects in the 
parts or subassemblies and it would appear 
that the manufacturer who uses these in his 
processes could not escape liability thereby.” 
This state of affairs demands, then, some 
inspection of raw materials and parts, not 
only to see whether the lumber, for example, 
will take a good finish, but whether it will 
stand up after being embodied in the end 
item under normal usage. Nevertheless, 
minor amounts of litigation and the casual 
inspection procedures found to be in effect 
in most plants suggests that the standard of 
care demanded of home furnishing manu- 
facturers may not be so exacting as in other 
industries. Within this broad confine, how- 
ever, we may find some variations in the 
care required. It would not be unreasonable 
to expect a higher standard of care in the 
manufacture of a glass coffeemaker than in 
the manufacture of a mattress, since the 
one item, if defectively made, is more likely 
to cause injury than the other, if it is 
defectively made. 





3% Sheward v. Virtue, cited at footnote 24; 
MacPherson v. Buick Motor Company, cited at 
footnote 21. But Prosser, cited at footnote 1, at 
p. 681, states that ‘‘an assembler of parts is 
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not necessarily required to do more than buy 
from a reputable maker, unless some defect be- 
comes apparent to him or he has reason to 
believe that it may exist.’’ 


IL J — August, 1955. 
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Of course, one may conceivably be in- 
jured in some unforeseen way on almost 
any device which is manufactured. But a 
manufacturer is not liable because it is pos- 
sible to be injured—rather, he is required 
to guard only against injuries which appear 
to be reasonably probable.* 


However, the person who is hurt must 
still make out his case, and to do so he 
must show that his injury is traceable to 
specific conduct of the manufacturer which 
falls below the required minimum standard 
of care. The discussion which has preceded 
would seem to suggest that ordinarily this 
minimum standard of care which may be 
expected is not high and that the plaintiff’s 
care is therefore somewhat harder to make 
out in this field. He must somehow estab- 
lish “(1) that the product contained a defect 
while it was under the manufacturer’s con- 
trol, (2) that the defect was due to negli- 
gence, and (3) the causal connection between 
the defendant’s conduct and the plaintiff’s 


34 


harm.” 


Where the plaintiff shows that he used 
the item properly and damage resulted, but 
he fails to negative other possible causes of 
injury than defendant’s negligence, recovery 
may be denied. This is a limitation on the 
effectiveness of the plaintiff in attempting 
to prove his case by direct evidence. Rarely 
can eye-witness testimony be produced of 
the defendant’s negligent conduct. 

But actionable negligence can be proved 
by circumstantial evidence, too. Thus, wit- 
nesses may give testimony or other evidence 
of a fact, or set of facts, from which the 
conclusion of the fact of negligence on the 
part of the manufacturer can reasonably be 
inferred.* Proof must always be offered, 
for negligence will not be presumed.* 


One type of circumstantial evidence is 
that which has been given the name of res 


ipsa loquitur. This Latin phrase, which was 
uttered in the course of argument between 
judge and counsel in an English litigation in 
1863, means merely that “the thing speaks 
for itself.” 

33In Liedeker v. Sears, Roebuck & Company 
and Telescope Folding Furniture Company, 274 
N. Y. 631, 10 N. E. (2d) 586 (1937), the plaintiff 
wife was denied recovery from the seller and the 
manufacturer when the footrest on a beach 
chair collapsed in the store in which it was 
on display. But could not such an accident 
have reasonably been foreseen? 


3% Miller, work cited at footnote 19, at p. 113. 
See also Morris, ‘‘Proof of Negligence,’’ 47 
Northwestern University Law Review 817 (1953). 
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“The conditions usually stated as neces- 
sary for the application of the principle of 
res ipsa loquitur are three: (1) the accident 
must be of a kind which ordinarily does not 
occur in the absence of someone’s negli- 
gence; (2) it must be caused by an agency 
or instrumentality within the exclusive con- 
trol of the defendant; (3) it must not have 
been due to any voluntary action or con- 
tribution on the part of the plaintiff.” ” 


This means, then, that the plaintiff may 
make out a prima-facie case without allega- 
tion and proof of specific negligence of the 
manufacturer or the specific cause of the 
accident if the circumstances so warrant. 
A case which illustrates these points nicely 
arose in California in 1952, Rose v. Melody 
Lane.* We can do no better than set out a 
substantial part of the opinion verbatim: 


“At about 11:00 p. m. plaintiff and a friend 
entered defendant’s cocktail room for a 
drink on their way home from a lodge meet- 
ing. There is no question of intoxication; 
the injuries were sustained before any liquor 
was consumed. Almost immediately upon 
their sitting down at the bar, and while his 
companion was giving their order to the 
attendant, plaintiff's chair separated from 
its supporting base and he fell backward 
to the floor, sustaining injury. 


“The upper part of the stool consisted of 
a leather seat and back and was held in 
place on its pedestal by a metal pin. De- 
fendant’s expert testified that the pin broke 
as the result of a progressive fatigue frac- 
ture, which is a weakening of the metal 
owing to continued local stress. He stated 
that this defect could not be detected before 
the break, even with the aid of a microscope, 
and that such a pin might last indefinitely 
or only a short time. Defendant’s mainte- 
nance mechanic testified that this type of 
seat made a partial turn to right or left on 
a ball bearing swivel and that he removed 
all the seats every 30 to 60 days to lubricate 
the bearings. He had greased the seat in 
question about two weeks before the acci- 
dent and kad found nothing wrong with 
the pin. Defendant’s assistant manager tes- 
tified that he checked the seats almost 


% Prosser, work cited at footnote 1, at pp. 
291-292. 

%In Saena v. Zenith Optical Company, 19 
Negligence Cases 708, 65 S. E. (2d) 205 (W. Va., 
1951), it was held that no inference of negli- 
gence arose from the mere fact that the injury 
occurred while the article (a glass coffee- 
maker) was being used for the purpose for 
which it was manufactured. 


37 Prosser, work cited at footnote 1, at p. 295. 
38 39 Cal. (2d) 481, 247 Pac. (2d) 335 (1952). 
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every day, that he must have inspected this 
seat not more than two or three days before 


the accident, and that he discovered no 
defect. 

“Defendant contends that this evidence 
conclusively shows that the accident re- 


sulted from a latent defect in the pin, that 
defendant did not know of the defect, and 
that reasonable inspection to ascertain the 
condition of the stools had been made. Since 
defendant is not an insurer of the safety of 
its premises but is liable only for negligence 
in constructing, maintaining, or inspecting 
them, . . . it argues that the evidence is 
insufficient to sustain the verdict. 


“The jury, however was not required to 
accept defendant’s theory of the accident. 
There are at least two other theories con- 
sistent with the evidence that would support 
the verdict. 


“(1) The very fact that it is virtually 

impossible to detect this type of defect made 
it all the more important that defendant 
install stools so designed that the possibility 
of a break is reduced to a minimum. The 
expert testimony indicated that a progres- 
sive fatigue fracture develops gradually as 
a result of continued localized stress and 
that ‘any metal is likely to start fatigue’. 
Such stress was to be anticipated in view 
of the swivel action of the seat; defendant’s 
maintenance mechanic testified, as his opin- 
ion of the accident, that ‘when they twisted 
the seat and forced it, it broke’. The jury 
may reasonably have concluded that the 
pin was not large enough, or of a suitable 
design, to withstand the strain that would 
be placed upon it. This view was substan- 
tially that of the trial judge. In denying 
defendant’s motion for a directed verdict, 
he said, ‘I believe there is sufficient evidence 
for the jury to decide whether or not there 
was a latent defect, or whether the rod was 
perhaps too small to support the weight. 
It may even have been the conclusion of 
the jury that an additional pin or other 
safety device was reasonably necessary to 
guard against injury. 


“(2) Plaintiff was entitled to rely upon 
the doctrine of res ipsa loquitur. That 
doctrine applies if the accident in question 
would not ordinarily have happened in the 
absence of negligence and if the defendant 
had exclusive control over the instrumen- 
tality causing the injury. Seats designed 
for use by patrons of commercial establish- 
ments do not ordinarily collapse without 


negligence in their construction, mainte- 
nance, or use. 
552 


“Defendant and its agents were in ex- 
clusive control of the stool up to the time 
plaintiff sat upon it. It is true that in one 
sense plaintiff was in control of the stool 
while he was using it; at least one court 
has held that this circumstance is sufficient 
to prevent the application of res ipsa lo- 
quitur. Such a view is artificial and 
ignores the purpose of the requirement that 
defendant have exclusive control. Once 
it has been established that the accident was 
more probably than not the result of negli- 
gence, it need only be determined that de- 
fendant is the sole person who could have 
been guilty of that negligence. 


“Here it was the condition of the stool, 
not the use made of it, that was responsible 
for the fall. Plaintiff had done 
than sit upon it when it gave way, and 
there is no suggestion that his conduct was 
in any way improper. So far as construc- 
tion, inspection, or maintenance of the stool 
were concerned, defendant had exclusive 
control. Plaintiff’s action had no more legal 
significance as a cause of the accident than 
those of the innocent bystander in the typical 
res ipsa loquitur case. 


no more 


“When res ipsa loquitur is applicable, as 
it is here, an inference of defendant’s negli- 
gence may be drawn. On appeal that in- 
ference is sufficient to sustain a verdict 
against defendant unless it is overcome by 
plaintiff’s own evidence or unless it ‘is 
conclusively rebutted by evidence that is 
‘clear, positive, uncontradicted, and of such 
a nature that it cannot rationally be dis- 
believed’. The inference in this case 
was not dispelled by plaintiff’s own evi- 
dence. Nor did defendant’s countershowing 
conclusively establish absence of negligence 
on its part. The jury may have rejected 
defendant’s evidence that the accident re- 
sulted from a latent defect in the pin. The 
credibility of defendant’s expert witness and 
the probative value of his testimony were 
questions for the triers of fact. 


“Moreover, there was evidence that after 
the accident the back of the chair was 
found broken; it is possible that a defect in 
the back of the chair was the cause of plain- 
tiff’s fall and that the weakened pin broke 
as a result of the strain suddenly placed 
upon it. The fact that plaintiff fell imme- 
diately upon sitting down suggests that the 
chair was defective before he used it. In 
this connection the jury may have concluded 
that the inspections made by defendant’s 
employees were insufficient to discharge de- 
fendant’s duty of care. Particularly in view 
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° 
As the plaintiff rarely has any di- 


tect proof of what has occurred in 
the manufacturer’s plant, he usually 
must rely on circumstantial evidence. 


of the subdued lighting in the cocktail room, 
it cannot be said as a matter of law that an 
examination of the stool two or three days 
before the accident was all that was reason- 
ably required. The jury may even have 
believed that no such examination was made. 


“Defendant contends that, since in- 
struction on res ipsa loquitur was requested 
by plaintiff or given by the trial court, it 
is now too late to rely upon that theory. 
The doctrine of res ipsa loquitur concerns 
a type of circumstantial evidence upon which 
plaintiff may rely to discharge his burden 
of proving defendant’s negligence. Such 
evidence was given to the jury in this case. 
The nature of the accident and the fact that 
defendant and its agents were the only per- 
sons whose negligence could have been in- 
volved give rise to the inference that defendant 
was negligent. There is no why 
the jury may not draw that inference with- 
out, as well as with, a specific instruction 
authorizing them to do so.” 


no 


reason 


39 See the section on ‘‘Damages.”’ 

For an excellent discussion of the doctrine 
of res ipsa loquitur see Escola v. Coca-Cola Bot- 
tling Company, 11 Negligence Cases 88, 24 Cal. 
(2d) 453, 150 Pac. (2d) 436 (1944): 

‘‘May the principle [of res ipsa loquitur] be 
properly applied in the case at bar? We con- 
clude that it may. The circumstances as dem- 
onstrated by the evidence are such that the 
requirements of res ipsa loquitur are easily met. 
The broken part of the panel raiser head [which 
had been installed by the employer of the 
plaintiff on a shaper machine] was put in evi- 
dence. The blow holes and porosities of the 
fractured part are clearly visible to the naked 
eye, even without regard for fracture lines. 
There was testimony that prior to the painting 
of the device by Woodworkers Tool Works 
the imperfections were all the more apparent. 
There was evidence that the imperfections could 
have been discovered by ordinary visual inspec- 
tion. There was also evidence that the large 
blow hole would have been readily disclosed by 
X-ray examinations. The defects were and 
could have been caused only in the casting of 
the metal. They could not have been created by 


rough handling in shipment or by error in 
installation. The castings were made by 


Gunite Foundries of Rockford, Illinois, accord- 
ing to the testimony of Nourek, and the panel 
raiser head was made by Woodworkers Tool 
Works from these castings. It follows, there- 
fore, that Woodworkers Tool Works may be 
found to be legally liable for Byrne’s injuries.”’ 
Woodworkers Tool Works v. Byrne, 19 Negli- 
gence Cases 942, 191 F. (2d) 667 (CA-9, 1951). 


Manufacturers’ Liability 


In brief, the California Supreme Court 
held (1) that the jury could have inferred 
negligent conduct or: (2) that the doctrine 
of res ipsa loquitur applied, and the defend- 
ant was unable to overcome it by rebuttal. 


The result of decisions such as this is that 
the manufacturer may find he is an insurer 
of what he makes—not because the law says 
he is, but because the procedures of proving 
negligent conduct work out this way. 


Sometimes there is evidence that the de- 
fendant’s general program of care is inade- 
quate,” but as the injured plaintiff seldom 
has any direct proof of what has occurred 
in the manufacturer’s plant, he usually 
must resort to this circumstantial evidence 
of negligence. We have just seen how the 
courts may help the plaintiff over this hard- 
ship of proof of ,negligence not only by 
letting the case go to the jury on a simple 
showing of causation, but also by recogniz- 
ing a presumption of negligence in the 
plaintiff’s favor without, however, shifting the 
burden of proof. Others go even further 
in helping the plaintiff by giving him the 
benefit of a presumption of negligence on 
the part of the defendant, and compelling 
the defendant to prove that he was not 
negligent.” 


Damages.—The defendant’s breach of duty 
must result in injury to the plaintiff in order 


The case, however, was sent back to the lower 
court for further evidence as to whether service 
had been properly obtained against the Illinois 
manufacturer by service upon its sales outlet 
in California. 

In California the extent of the defendant’s 
burden of going forward with proof under the 
doctrine of res ipsa loquitur was discussed and 
restated recently. The supreme court in two 
decisions has attempted to formulate an appro- 
priate guide for the conduct of future litigation 
in these matters where confusion has reigned 
for a long time: ‘‘It must now be regarded as 
settled that the requirement that the defendant 
rebut the inference of negligence is the rule 
with regard to the specific groups of cases noted 
above, which represent the great majority of 
the decisions in California relating to the ques- 
tion. The doctrine [of res ipsa loquitur], 
of course, does not apply at all unless it appears 
that there is probability of negligence “a 
Accordingly it is not unfair to require him to 
explain his conduct. It is our conclusion that 
in all res ipsa loquitur situations the defendant 
must present evidence sufficient to meet or bal- 
ance the inference of negligence, and that the 
jurors should be instructed that, if the defend- 
ant fails to do so, they should find for the 
plaintiff."’" Burr v. Sherwin Williams Company, 
3 Negligence Cases (2d) 647, 42 Cal. (2d) 682, 
268 Pac. (2d) 1041, 1046 (1954). However, the 
defendant is not required to prove himself free 
from negligence by a preponderance of the evi- 


dence. Williams v. City of Long Beach, 3 Neg- 
ligence Cases (2d) 715, 42 Cal. (2d) 716, 268 
Pac. (2d) 1061 (1954). 
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to sustain a recovery against the defendant. 
But once plaintiff has shown the injury the 
damages awarded can be quite high, and 
if the defendant is a fairly well-known 
corporation the jury may tend to be even 
more sympathetic to the plaintiff than other- 
wise. Where damages may be “the amount 
which will compensate for all the detriment 
proximately caused thereby, whether it could 
have been anticipated or not,” it is easy to 
realize why they may be very expensive. For 
example, in Phillips v. Og!e Aluminum Furni- 
ture, Inc.,” the jury returned a verdict in 
favor of plaintiff for $25,000. She was in- 
jured by falling from an aluminum dinette 
chair. The husband, who lost the services 
of his wife as a result of her injuries, was 
awarded $3,500 for “loss of consortium.” 
Other decisions have also resulted in sub- 
stantial verdicts.* 


Defenses.—The defendant may rebut the 
plaintiff’s evidence of negligence by showing 
that the defect was one which could not have 
been discovered or avoided by the exercise of 
all the reasonable care in the world. The pre- 
vailing view, however, is that mere testi- 
mony that proper methods have been used 
does not necessarily destroy the inference 
to be drawn from the presence of something 
inconsistent with reasonable care, and the 
question of negligence is one for the jury. 

Another means of rebutting the evidence 
of negligence by the defendant is to intro- 
duce evidence showing the care the defend- 
ant uses in making the product. This evidence 
is, theoretically, of two kinds: The first re- 
lates to the specific article causing the plain- 
tiff’s injury. Unfortunately, for him, the 
defendant is almost never able to give an 
account of what happened in the particular 
case. Like the plaintiff, he must fall back 
on circumstantial evidence. The second 
kind relates to the general program of pre- 
cautions taken with respect to the product 
to guard against the kind of injury suffered 
by the plaintiff. Here the defendant may 
elaborately describe his methods of manu- 
facture (including technological devices, if 
any, for intercepting defects), his inspection 
program housekeeping methods. 
Evidence such as this may be used, inferen- 
tially, to show that (1) the defect couid not 
have occurred at the defendant’s plant, or 
(2) even if it did, there was no negligence. 


and _ his 


Manufacturers usually request an instruc- 
tion to the jury that the standard of care 


*t California Civil Code, Sec. 3333. 

*# Case cited at footnote 5. 

* To use illustrations from the furniture man- 
ufacturing industry only, see Sheward v. Virtue, 
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as to them is to use such techniques of 
manufacture, inspection and testing as are 
ordinarily used in the industry. While such 
usage may be considered by the court or 
jury, it is probably not conclusive as a 
standard of care. In the Sheward case, 
where the plaintiff was sitting in a chro- 
mium metal chair, made by the defendant, 
the metal castings were purchased by de- 
fendant and assembled as the frames of 
its chairs. 

“On their appeal Virtue Brothers contend 
the evidence does not support the verdict. 
The evidence is sufficient, however, to sup- 
port the implied finding of the jury that 
the defect existed when the casting was in 
the possession of the manufacturer and while 
it was being handled by its employees in 
the necessary processes before it became a 
part of a completed chair; that the defect 
was discernible if a careful visual examina- 
tion had been made; that no careful or any 
examination for fractures was made; that 
the manufacturer was negligent in failing to 
make such an examination and that its 
negligence was the proximate cause of the 
plaintiff’s injuries. 

“Virtue Brothers further contend that a 
determination of the question whether they 
were negligent must be resolved by evi- 
dence of tests for discovering defects made 
by other manufacturers of similar articles. 
They argue that they should not have been 
required to make tests which were not 
customarily made by other manufacturers; 
that in the absence of evidence of what 
other manufacturers did to discover defects 
and that these appellants did not apply such 
they may not be found guilty of 
negligence. Evidence of that character was 
not introduced at the trial of this case. In 
fact the evidence was that no tests or spe- 
cial examinations were made by Virtue 
Brothers. Assuming that other manufac- 
turers likewise made no special examination 
to discover fractures, such a custom would 
not excuse the failure of these appellants. 
A somewhat similar contention 
jected in the case of Hughes v. Warman Steel 
Casting Co., 174 Cal. 556, 561, 173 P. 885. 
In Robinet v. Hawks, 200 Cal. 265, 274, 252 
P. 1045, this court said that the doctrine of 
customary does not apply to the 
question of legal duty under the law of 
negligence, or that the continuance of a 
careless performance of a duty would not 


tests, 


Was Tfe- 


usage 


cited at footnote 24, and Lill v. Murphy Door 
Bed Company of Chicago, cited at footnote 5. 
See also, the allegation of damages in Wood v. 
7veneral Electric Company, cited at footnote 5. 
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A manufacturer might be relieved of 
liability where he was entitled to rely 
on the inspection of the product by 
the dealer before it found its way 
into the customer’s hands. 


transform a party’s negligence into due 
care. 

“The appropriate standard of care appli- 
cable to the facts of the present case is 
expressed in O’Rourke v. Day & Night Water 
Heater Co., Ltd., 31 Cal. App. 2d 364, 88 P. 
2d 191, to the effect that if the defective 
condition of the part could have been dis- 
closed by reasonable inspection and tests, 
and such inspection and tests have been 
omitted, the defendant has been negligent. 
In Smith v. Peerless Glass Co., Inc., 259 
N. Y. 292, 181 N. E. 576, it was held that 
reasonable care consisted of making the 
inspection and tests during the course of 
manufacture and after the article was com- 
pleted which the manufacturer should rec- 
ognize were reasonably necessary to secure 
the production of a safe article. Language 
in cases such as Kalash v. Los Angeles Lad- 
der Co., MacPherson v. Buick Motor Com- 
pany, and Smith v. Peerless Glass Co., Inc. 
referring to the standard of care adopted by 
other manufacturers or the duty to use cus- 
tomary methods to detect defects is not to 
be taken as requiring evidence of standards 
in use by others before the jury may find 
negligence in the particular case. Such evi- 
dence may be pertinent where the circum- 
stances do not otherwise disclose the fact 
of negligence. But if, as stated, the evidence 
justified the jury’s finding that the de- 
fendants omitted to apply any standard of 
reasonable inspection or other simple test 
which would have revealed the defect, and 
the omission constituted negligence, the 
negligence would not be excused because 
other manufacturers did not make such 
tests. . 

However, as the issue is not what hap- 
pened generally at the manufacturer’s plant, 
but rather what happened in this instance, 
it is not surprising that the plaintiff’s chances 


4 But see the defendant’s successful proof of 
care in O’Rourke v. Day and Night Water 
Heater Company, Ltd., 1 Fire and Casualty 
Cases 168, 31 Cal. App. (2d) 364, 88 Pac. (2d) 
191 (1939). 

6% Phillips v. Ogle Aluminum Furniture Com- 
pany, Inc., cited at footnote 5. See also Wood 
v. General Electric Company, cited at footnote 
5. In Poretz v. R. H. Macy & Company, and 
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of recovery are quite good when he shows 
causation.“ 


On the other hand, when the plaintiff 
bases his cause of action on the manufac- 
turer’s negligence, the manufacturer may be 
able to show that plaintiff contributed to 
his own injury by his own negligence. In 
most states this defense of “contributory 
negligence” is enough to take the defendant 
out from under any liability at all, regard- 
less of any admittedly faulty construction or 
design. 

However, like any other fact which plain- 
tiff or defendant must prove, this question 
of whether plaintiff was contributorily neg- 
ligent will usually be one for the trier of 
fact to decide. An illustration may be found 
in the furniture manufacturing industry, 
again, in an interesting bit of litigation in 
California.* 

Plaintiff and her husband bought an alu- 
minum “S” type of chair from a furniture 
dealer. It had been purchased “knocked 
down” by the dealer and assembled by him. 
The plaintiff stood on this chair to place a 
sugar bowl in the cupboard above her re- 
frigerator. When she placed her hand on 
the back of the chair to get down, the back 
fell off and caused her to fall on one of the 
uprights, which went into her body, causing 
her serious injuries. The evidence tended 
to show that the dealer had used slightly 
shorter screws in assembling the plywood 
back to the frame than those the manufac- 
turer claimed he had sent along to the 
dealer. On appeal from a sizable verdict 
in favor of the plaintiff and her husband, 
the defendant store declared that the acts 
of the store were not the cause of the in- 
juries. It argued that there was no evidence 
that the chair was not perfectly safe for 
the sole purpose for which it was con- 
structed, that is, for sitting on, and that it 
was not designed to be used as a substitute 
for a stepladder, and that if anyone brought 
any injury to the plaintiff it was the plaintiff 
herself. Therefore, concluded the defendant, 
as a matter of law, the plaintiff was negligent 
and recovery should be barred. But the 
court thought otherwise: 


“Although the ordinary use of a chair is 
to sit on it, it cannot be said, as a matter 
of law, that it would not be reasonably 


R. H. Macy & Company v. New England Bed- 
ding Company, 119 N. Y. S. (2d) 211 (1953), the 
plaintiff injured herseif by placing her finger in 
the latching device when setting up a garden 
chair. In denying recovery, the court remarked: 
“The situation is very much like striking a 
match. If we properly strike it no harm will 
ensue. But should the match be held too close 
to the ignited end an injury is probable.”’ 
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anticipated that the described chairs would 
be used for the purpose of standing on them. 
This question, as well as the question of 
whether the negligence of appellant was a 
proximate cause of plaintiff’s injuries, were 
factual questions for the jury to determine, 
and it did so under instructions fully cover- 
ing those issues. 

“We will next discuss the contention that 
standing on a chair of this design was con- 
tributory negligence as a matter of law on 
the part of respondents. Appellant argues 
that ordinarily the question of contributory 
negligence is one largely of fact for the jury, 
but in the instant case the conduct of the 
respondents was so plainly negligent that 
the question became one of law. It ap- 
pears from the evidence that no particular 
inspection by respondents, short of taking 
the chair apart, would have divulged that 
the back was attached by short or inade- 
quate screws. We conclude that the ques- 
tion whether Mrs. Phillips was negligent in 
standing upon this particular chair, under 
the circumstances, and whether such negli- 
gence, if any, contributed proximately to 
the cause of her injuries, was a factual 
question for the jury to determine.” 

There may be other defenses available, 
also. One such defense could be that the 
causal relationship of a manufacturer’s neg- 
ligent act to the injury might be broken by 
the intervention of a superseding cause, such 
as some negligent conduct or fault of an- 
other (not the user). The manufacturer’s 
conduct would thereby cease to be the 
proximate cause of the injury. Thus, if a 
manufacturer shipped shorter screws than 
necessary with certain furniture “knocked 
down” and the dealer knowingly used these 
short screws to assemble the items, the 
manufacturer might indeed escape liability.“ 
More than likely the manufacturer would 
be absolved from liability to a trespasser 
who was injured when he sat on a faulty 
and weakened bedstead. The manufacturer 
would have no duty of care as to him. Like- 
wise, a manufacturer might be relieved of 
liability where he was entitled to rely on in- 
spection of the product by the dealer before 
it found its way into the hands of the 
consumer. Where the doctrine of res ispa 
loquitur has been relied upon to carry the 
plaintiff’s case, the defendant may show that 
the item was not under the defendant’s control 


at the time of the accident. Thus, where a 
woman sat in a chair in a store while waiting 
to be approached by a salesperson, and a leg of 
the chair broke, causing her to fall to the floor, 
recovery was denied against the store owner: 
“Tt appears that the chair was under her 
[plaintiff’s] exclusive control and use from 
the time she moved it from the table. The 
chair was a portable one, and was volun- 
tarily used by plaintiff without any sugges- 
tion on the part of the saleswoman.” “ 


Liability for Breach of Warranty 


So far this discussion of liability for harm 
done by the products of furniture manu- 
facturers has been based upon the fact that 
the standards of care imposed by law have 
not been met. Liability which results from 
breaches of these standards is said to sound 
in tort for negligence. On the other hand, 
however, persons may agree with each other 
to observe certain standards care and 
they may embody these standards in the 
contract which covers the sale of goods 
between them. As we shall also see, certain 
standards of care will arise by operation of 
law merely from the fact that the parties 
enter into an agreement for the purchase 
and sale of goods. 


of 


If, at the time when the parties entered 
into the purchase and sale of goods, the 
seller made a misstatement concerning the 
quality or fitness of the goods or thing, he 
is held in certain circumstances to be ac- 
countable therefor to the buyer who has a 
right of action as a remedy for the injury 
which he may have sustained by reason of 
the fact that the statement was erroneous 
or false. 

The seller’s statement or representation is 
termed by the law a “warranty”; and proof 
that it was false is said to 
establish a “breach of warranty.” The use 
of warranty law as a basis of liability is de- 
sirable from the plaintiff's viewpoint be- 
cause he need only show the existence of 
the warranty and a breach of it. No trou- 
blesome problems of proof of negligence 
arise, and defenses of contributory negli- 
gence lose their effectiveness. Such strict 
liability tends to make the producer an 
insurer of his wares. 


erroneous or 


The buyer who asserts a breach of war- 
ranty must show that at least two factors 





4% In Stultz v. Benson Lumber Company, 6 
Cal. (2d) 688, 59 Pac. (2d) 100 (1936), the 


seller who sold a defective plank with knowl- 
edge that the plank was to be used to build 
a scaffold was held not to be liable for injuries 
sustained by buyer’s employees who fell when 
the scaffold broke, since the defective condi- 
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tion of the plank was visible and known to the 
buyer who constructed the scaffold. 

Kilgore v. Shepard Company, 52 R. I. 151, 
158 Atl. 720 (1932). Professor Morris referred 
to this decision as ‘‘technicality gone wild.” 
“Proof of Negligence,’’ cited at footnote 34, at 
p. 851. 
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‘ 


entered into the contract of sale: first, an 
afirmation or statement of fact by the seller 
in respect of the goods or thing sold; and, 
second, an intention on the part of the 
seller, express or implied by law, that the 
affirmation should be an assurance to this 
buyer. 


First: Warranties may be express or im- 
plied in law. There is no difference in legal 
effect if the plaintiff is entitled to the bene- 
fit of either kind of warranty, however, as 
damages are recoverable for injuries result- 
ing from a breach of either of them. 


An warranty is a statement 
representation which the seller made at the 
time of the sale in respect, say, to the quality 
or fitness of the goods, the representation 
being in form either a direct affirmation on 
the part of the seller (as in a newspaper 
advertisement or on a label attached to the 
product), or an acquiescence in a statement 
made by the buyer.* 


express or 


On the other hand, an implied warranty 
is an assurance which the seller by pre- 
sumption of law is deemed to have given 
to the buyer, the presumption being created 
by the facts attending the sale, and not by 


any express statement of the parties. The 
warranties implied in law have been set 
out in the Uniform Sales Act and in- 


clude a warranty that the goods shall be 


* California Civil Code, Sec. 1732: ‘‘Any affir- 


mation of fact or any promise by the seller 


relating to the goods is an express warranty if 
the natural tendency of such affirmation or 
promise to induce the buyer to purchase the 
goods, and if the buyer purchases the goods 
relying thereon. a" 

® Uniform Sales Act, Sec. 15. The act has 
been adopted in 34 states. In California the act 
will be found at California Civil Code, Secs. 1721 
and following. 


° Uniform Sales Act, Sec. 15(1), California 
Civil Code, Sec. 1735(1): ‘‘Where the buyer 
expressly or by implication, makes known to 


the seller the particular purpose for which the 
goods are required, and it appears that the 
buyer relies on the seller’s skill or judgment 
(whether he be the grower or manufacturer or 
not) there is an implied warranty that the 
goods shall be reasonably fit for such purpose.”’ 
And to state a cause of action there must be 
an allegation that the buyer gave notice of the 
breach to the seller within a reasonable time. 
See Vogel v. Thrifty Drug Company, 3 Negli- 


gence Cases (2d) 996, 43 Cal. (2d) 184, 272 Pac. 
(2d) 1 (1954). 
Uniform Sales Act, Sec. 15(2), California 


Civil Code, Sec. 1735(2): ‘‘Where the goods are 
bought by description from a seller who deals 
in goods of that description (whether he be the 
grower or manufacturer or not), there is an 
implied warranty that the goods shall be of 
merchantable quality.'’ Cohan v. Markel, 215 
App. Div. 435, 213 N. Y. S. 681 (1926). See also 
Prosser, ‘‘The Implied Warranty of Merchant- 
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reasonably fit for the purchaser’s particu- 
lar purpose™® and a warranty that they 
shall be of “merchantable quality” if pur- 
chased by description of the goods.™ 


Second: The warranties normally should 
be an assurance to this buyer-plaintiff. Here, 
too, the role of privity is a changing one. 
The general rule is that privity of contract 
is required in all actions for breach of either 
express or implied warranty and that there 
privity between the original 
and a subsequent purchaser who is in no 
way a party to the original sale. Under 
this rule, when a plaintiff purchased a 
mattress from a dealer and then sued the 
manufacturer of the mattress because she 
was injured by sharp points of metal left 
in the from a carding machine, 
she was denied recovery.” 


is no seller 


mattress 


Generally speaking, then, a manufacturer 
or seller is not liable, under an implied war- 
ranty, to third persons who have no con- 
tractual relations with him, whether the 
injured be a member of buyer’s 
family or an employee of the buyer. 


person 


In some states, however, an exception to 
the requirement of privity has been made 
in cases involving foodstuffs, where it is 
held that an implied warranty of fitness 
for human consumption runs from the manu- 
facturer to the ultimate consumer regardless 


able Quality,’’ 27 Minnesota Law Review 117 
(1943). 

52 Jaroniec v. C. O. Hasselbarth, Inc., cited at 
footnote 27. Where the plaintiff-purchaser has 
an opportunity to inspect the merchandise, 
there may not be any implied warranty at all. 
See White v. Oakes, 88 Me. 367, 3% Atl. 175, 
(1896) (folding bed which ‘‘proved to be a trap, 
suited to crush its occupants by shutting up 
like a jack knife when slept upon’’). However, 
where a furniture dealer was apparently aware 
that a wall bed which he sold to a house owner 
was defective, but where he assured the owner 
that it was safe, he was held liable, independ- 
ently of the contract of sale, to the plaintiff, 
who was a roomer of the house owner, after she 


was injured by the collapse of the bed, even 


though privity was lacking. Lewis v. Terry, 
cited at footnote 15. Note that this liability 


was not in negligence. 
sale or contract of sale 
privity of contract and a warranty can arise. 
Where there is no sale there is usually no 
warranty. So, in Liedeker v. Sears, Roebuck 
& Company and Telescope Folding Furniture 
Company, cited at footnote 33, a woman who sat 
in a folding garden chair which was on display 
in the defendant’s store was not entitled to dam- 
ages either as to the store or as to the manu- 


There must usually be a 
of the goods before 


facturer. The vagaries of the law of sales in 
this respect are subtle and in flux. See, for 
example, Montrose, ‘‘The Contract of Sale in 


Self-Service Stores,’’ 4 American 
Comparative Law 235 (1955). 
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of privity of contract.” Another possible 
exception to the general rule is found in a 
few cases where the purchaser of a product 
relied on representations made by the manu- 
facturer in labels or advertising material, 
and recovery from the manufacturer was 
allowed on the theory of express warranty 
without a showing of privity. None of 
these decided litigations has involved furni- 
ture.” 

The statutory implied warranties of qual- 
ity can, of course, be disclaimed by the 
seller, provided the buyer has knowledge or 
is chargeable with notice of the disclaimer 
before the bargain is complete. Notice of 
disclaimer can be conveyed to the buyer by 
means of printed notices on letterheads, 
labels and the like.” 


All in all, until such time as the courts 
equate the ending of the privity requirement 
in food and drug cases to all other products, 
plaintiffs will find it more advantageous 


‘ 


to go against the manufacturers in tort for 


negligence.” 


FUTURE FOR ENTERPRISE LIABILITY 
Trend Toward Stricter Liability 


We have seen from the foregoing survey 
of legal history as found in judicial deci- 
sions settling disputes between injured par- 
ties and injurers that there has been a 
tendency in more modern times to hold the 
agency causing an injury to a user liable 
to him on various theories of law, no mat- 
ter how remote the user may be from the 
manufacturer. 

The earlier decisions in the 1800’s tended 
to shield private enterprises from excessive 
liabilities for their injuries because presum- 
ably it was felt that economic development 
would not proceed at the necessary pace 
unless this were the case. But the good 
things of life have now been obtained in 





583 Klein v. Duchess Sandwich Company, Ltd., 2 
Negligence Cases 626, 14 Cal. (2d) 272, 93 Pac. 
(2d) 799 (1939); Vacarezza v. Sanguinetti, 71 
Cal. App. (2d) 687, 163 Pac. (2d) 470 (1945). 
But see the case of Burr v. Sherwin Williams 
Company of California, 2 Negligence Cases 759, 
118 A. C. A. 379, 258 Pac. (2d) 58, decided in 
1953 by the District Court of Appeal, where 
plaintiffs suffered crop damage after spraying 
their acreage with defendant’s spray. There 
was a count in warranty as well as in negli- 
gence, and the court sustained it even though 
there was no privity of contract between the 
plaintiff and the manufacturer: ‘‘The rule enun- 
ciated in the Klein case appears to be that a 
manufacturer of an article which is inherently 
or imminently dangerous or which, although not 
dangerous in itself, becomes so when applied 
to its intended use in the usual and customary 
manner, is liable to any person whether the 
purchaser or a third person who, without any 
fault on his part, sustains an injury which is 
the natural and proximate result of negligence 
in the manufacture of the article if the injury 
might have been reasonably anticipated. In 
such case, liability does not depend on warranty 
nor does it depend on privity of contract. It is 
said in such cases that liability depends rather 
on a breach of public duty owing to all persons 
into whose hands the article may lawfully come 
and by whom it may be used. 65C. J. S. Negli- 
gence, § 100, page 622. This rule has been 
applied to food and drug cases intended for 
human consumption, and might properly be 
extended to chemicals which are contaminated 
and therefore unfit for the purposes for which 
they are compounded and the uses and purposes 
contemplated by the label under which they are 
sold.’’ The Supreme Court of California on 
appeal, however, refused to countenance the 
extension of the exception. Burr v. Sherwin 
Williams Company, cited at footnote 40. Pros- 
ser, work cited at footnote 1, at pp. 690-691, sets 
out the various devices adopted in extending lia- 
bility in food cases. He concludes: ‘‘By what- 
ever name, the result is that the producer is 
made to guarantee the fitness of the product.”’ 

54 Free v. Sluss, 87 Cal. App. (2d) Supp. 933 
(1948) (soap package containing printed guar- 
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anty of quality); Bahiman v. Hudson Motor Car 


Company, 290 Mich. 683, 288 N. W. 309 (1939) f 


(automobile manufacturer represented top of 
car to be made of seamless steel); Baxter v. 
Ford Motor Company, 168 Wash. 456, 12 Pac. 
(2d) 409, 15 Pac. (2d) 1118, 88 A. L. R. 521 
(1932) (automobile manufacturer represented 
windshield to be of nonshatterable glass); Simp- 
son v. American Oil Company, 3 Negligence 
Cases 990, 217 N. C. 542, 8S. E. (2d) 813 (1940) 
(representation in label that insecticide was 
nonpoisonous to human beings). In Burr v. 
Sherwin Williams Company, cited at footnote 
40, the Supreme Court of California held that 
the record contained sufficient evidence to show 
that there were representations which could 
form the basis of an express warranty. The man- 
ufacturer’s label expressly listed chemical con- 
tents of the drum, failing to note the presence 
of an unlisted weed killer which damaged plain- 
tiff’s crops when sprayed thereon. 

55 But see Marko v. Sears, Roebuck & Com- 
pany, 2 Negligence Cases 219, 24 N. J. Super. 
295, 94 Atl. (2d) 348 (1953) (express representa- 
tion that power lawn mower would stop operat- 
ing when it hit an object on the ground). 

% Burr v. Sherwin Williams Company, cited 
at footnote 40, at p. 710. 

57 *‘No reason is apparent for limiting [strict 
liability] to food cases, and it may be anti- 
cipated that it will extend, first to other prod- 
ucts involving a high degree of risk, and perhaps 
eventually to anything which may be expected 
to do harm if it is defective. If that is to occur, 
it seems far better to discard the troublesome 
sales doctrine of ‘warranty’ and impose strict 
liability outright in tort as a pure matter of 
social policy.’’ Prosser, work cited at footnote 
1, at p. 692. Dissatisfaction with the privity 
requirement led the New York Law Review 
Commission in 1942 to propose an amendment 
to Sec. 96 of the Personal Property Law, par. 1, 
by adding: ‘‘Liability on such warranty shall 
extend to the buyer’s employees and to the 
members of his household, using the goods for 
such purpose with buyer’s consent express or 
implied.’’ 

The buyers’ allergies may be a defense in a 
breach of warranty action. About the only sit- 
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abundance, although at a large increase in 
hazards to the individual. “The search is 
to find a more comprehensive and more 
adequate means of protection for all victims 
of personal injuries and death, at least those 
resulting from the mechanized good things 
of modern society, without placing too 
heavy a burden on enterprise or any other 
segment of the social group.” * 

It would seem that the tendency of the 
courts has been to find liability even where 
there has been no moral fault, that is, even 
where there has been an absence of any 
desire to cause the user harm. Yet our law 
of negligence is based upon placing “blame” 
on the defendant if he does not act reason- 
ably by guarding against foreseeable injuries 
to the plaintiff. Consequently, the results 
being reached fail to support the language 
being used by the judges to reach them. 
That this may not be a satisfactory way of 
settling liability and providing compensation 
for the losses to injured users has been 
suggested by several writers.” 

It has been suggested that the law, rather 
than trying to find out whether the manu- 
facturer was at “fault” or was to “blame” 
for the injury, which characterizations carry 
with them an element of moral responsibility, 


(Footnote 57 continued) 

uations which come to mind where these would 
be in issue in the home furnishings field would 
be in the use of various filling materials in up- 


holstered furniture and bedding (foam rubber 
and synthetic fibers, as illustrations). See the 


unusual and interesting article of Horowitz, 
“Allergy of the Plaintiff as a Defense in Actions 
Based upon a Breach of Warranty,’’ 24 Southern 
California Law Review 221 (1951). 

58 Green, “‘The Individual’s Protection Under 
Negligence Law: Risk Sharing,’’ 47 Northwest- 
ern University Law Review 751, 775 (1953). See 
generally on the relationship of insurance to 
tort liability, Holmes, The Common Law, cited 
at footnote 5, at p. 96; Friedmann, ‘‘Social In- 
surance and the Principles of Tort Liability,’’ 
63 Harvard Law Review 241 (1949), and Law 
and Social Change in Contemporary Britain 
(1951), Ch. 4; James, ‘Social Insurance and Tort 
Liability, The Problem of Alternative Reme- 
dies,’’ 27 New York University Law Review 537 
(1952); Leflar, ‘‘Negligence in Name Only,’’ 27 
New York University Law Review 564 (1952); 
Hussing, ‘‘The Scandinavian Law of Torts 
Impact of Insurance on Tort Law,’’ 1 American 
Journal of Comparative Law 359 (1952); Gold- 
stajn, ‘‘Tort Liability and Insurance of Enter- 
prise in Yugoslavia,’’ 3 American Journal of 
Comparative Law 247 (1954). 

5° Notably Ehrenzweig, work cited at footnote 
2, at pp. 86-87; also Ehrenzweig, ‘‘A Psycho- 
analysis of Negligence,’’ 47 Northwestern Uni- 
versity Law Review 855 (1953); Ehrenzweig, 
“Full Aid Insurance for the Traffic Victim— 
Voluntary Compensation Plan,’’ 43 California 
Law Review 1 (1955); Green, work cited at 
footnote 58, at p. 776. Professor Ehrenzweig’s 
views have been widely discussed, but not 
necessarily with unanimous approval. See, for 
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should want to know in negligence cases 
whether liability can be fairly imposed on 
the enterprise because the harm done was 
typical for its activities, and thus calculable 
and reasonably insurable by the enterprise. 
According to Professor Albert A. Ehren- 
zweig of the University of California School 
of Law, this quasi-strict liability would be 
imposed upon enterprise without considera- 
tion of moral fault and would “include 
injuries which, being typical for the par- 
ticular enterprise, could have reasonably 
been foreseen (though not avoided without 
abandoning the enterprise) by the entre- 
preneur when starting his activity.” With 
the decline of the reign of “fault” and the 
ascendency of statistics in determinations of 
product liability litigation, producers must 
now regard protection against the hazards 
of such liability as a definite cost of doing 
business. 


Protection Against Hazards 


Quite aside, then, from the efforts of 
manufacturers of home furnishings to pro- 
duce safer products, it is clear that a certain 
number of accidents injuring persons and 
property™ is inevitable. And quite aside 





example, a review of Jegligence Without 
Fault’’ by John Alan Appleman, 47 Northwest- 
ern University Law Review 933 (1953). Favor- 
ing a stricter liability, see also Dickerson, Prod- 
ucts Liability and the Food Consumer (1951), 
pp. 279 and following. 

*® Ehrenzweig, cited at footnote 2, at p. 61. 
See also, Green, cited at footnote 58, at p. 771: 
“It would be possible to develop a comparative 
risk sharing arrangement supported in part by 
compulsory comprehensive loss insurance re- 
quired of owners of all machines and employers 
engaged in dangerous operations of every char- 
acter, coupled with comprehensive accident in- 
surance for the operators of such machines and 
employees engaged in dangerous operations, by 
which risks of personal injury, death, and 
property damages could be shared by the indi- 
vidual and the group on a basis of all the data 
involved in the tragedy.’’ 

61 Whether a plaintiff could recover in negli- 
gence from a manufacturer with whom he was 
not in privity for injuries done to his property 
was a question carefully left undecided by Mr. 
Justice Cardozo in MacPherson v. Buick Motor 
Company, cited at footnote 21, but the law now 
holds generally that such liability exists. See, 
for example, Feezer, ‘‘Tort Liability of Manu- 
facturers,’’ 19 Minnesota Law Review 752 (1935). 
However, it has recently been held that the 
‘dangerous article’’ doctrine does not include 
“‘danger’’ to the article itself, and recovery was 
denied to a purchaser of a crane against the 
manufacturer when the crane broke, the action 
sounding in negligence and there being no priv- 
ity between purchaser and manufacturer. Judson 
Pacific-Murphy, Inc, v. Thew Shovel Company, 
4 Negligence Cases (2d) 89, 127 A. C. A. Supp. 
736 (1954). 
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from theoretical, academic or judicial dis- 
cussions of methods of “loss distribution,” 
it is clear that the producer would do well 
to seek protection, probably most readily 
obtainable through insurance. Without con- 
sidering the effects of insurance in intensify- 
ing producers’ liability, it would appear to 
be sound business practice to carry this 
type of coverage in the light of ‘the quite 
obvious extension of the risk of doing busi- 
ness today on the part of the entrepreneurs.” 

While the business world is generally 
quite aware of this kind of insurance and 
its relatively low cost, there are many pro- 
ducers who are without it. The user, of 
course, through the price mechanism will 
ultimately pay for this cost of doing busi- 
ness, but such diluted cost to him is an 
infinitesimal burden opposed to the pos- 
sibility that no recovery upon a judgment 
will be had against an irresponsible producer 
of small financial worth. 

Conceivably, too, it is possible for a group 
of related entrepreneurs to take out a single 
policy of insurance to provide this coverage, 
and thus reduce the amount of the premium 
somewhat.” 


This might be an appropriate field in 
which to adopt and adapt a suggestion by 
Professor Ehrenzweig made in connection 
with automobile accident insurance: 

“(1) Any owner or operator of an auto- 
mobile who carries ‘full aid’ accident insur- 
ance in statutory minimum amounts for 
all injuries inflicted by the operation of his 
vehicle should by legislative action be re- 


‘ 


lieved from his common law liability for 


ordinary (in contrast to criminal) negli- 
gence. 
“(2) Until such legislation can be en- 


acted, liability insurers themselves should 
seek an interim solution by adding a ‘full 
aid’ clause to their policies. Under this 
clause any person injured by the insured 
car would be entitled to a fixed amount in 
consideration of a waiver of any other 
claim.” ™ 


Insurance coverage for home goods manu- 
facturers could be developed which would 
provide a lump-sum payment to the injured 
user in return for his waiver of any common 
law claim he might have. Such coverage 
might indeed reduce the “negligence gam- 
ble,” although to the extent that this insur- 
ance resembles workmen’s compensation 
systems it may not bring the reduction in 
litigation contended and hoped for by its 
proponents, 


Of course, as was hinted a moment ago, 
insurance against hazards of turning out 
products is not enough. The law demands 
that household furnishings manufacturers 
measure up to certain standards of conduct 
by making them responsible, within the 
limitations noted, for the injuries they 
cause. Manufacturers must seek to improve 
their processes of research, design, manu- 
facture, assembly, inspection and mainte- 
nance to reduce the area of possible harm 
to potential users. Perhaps even more than 
this, though, their designers and engineers 
will have to consider the fact that a given 





® The ‘‘product hazard’’ is defined in the gen- 
eral comprehensive liability form of insurance 
in the following words: ‘‘The handling or use 
of, the existence of any condition in or a war- 
ranty of goods or products manufactured, sold, 
handled or distributed by the named insured 
other than equipment rented to or located for 
use of others but not sold, if the accident occurs 
after the insured has relinquished possession to 
others and away from premises owned, rented 
or controlled by the insured.’’ Miller, work cited 
at footnote 19, at p. 124. The practical aspects 
of such insurance coverage as related to the 
businessman and his business are treated in 


Brown, Manual of Preventive Law (1950), pp. 
102, 260, 267. 
What techniques of inspection should be 


adopted will vary with each article produced, 
the factory processes, the reasonably foresee- 
able uses and users of the product, as well as 
the cost of inspection, as compared to the work 
involved. It would be idle to set out such 
techniques in this paper without study of indi- 
vidual situations. However, whatever inspec- 
tions are made should probably be recorded in 
some kind of permanent record book with the 
process, the product, the item tested, the nature 
of the test, the date of the test and the name 
of the person performing the test. In Sheward 
v. Virtue, cited at footnote 24, and Sheward v. 
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Bullock’s, Inc., 6 Negligence Cases 1015, 120 
Pac. (2d) 142 (1942), the defendant department 
store was granted a new trial on a showing that 
the janitor, who weighed 250 pounds, would at 
least twice each week ‘‘ride’’ on the culprit 
chair 

6’ Such a policy has been in operation by the 
Furniture Manufacturers Association of South- 
ern California for some time. 

In Okker v. Chrome Furniture Manufactur- 
ing Company, cited at footnote 22, at least three 
years elapsed between manufacture and injury. 
See, also, Lill v. Murphy» Door Bed Company of 
Chicago, cited at footnote 5: 

“The length of time before the defect in the 
construction became known would not, in our 
opinion, preclude the plaintiff from her right 
to recover damages for the injuries sustained 
because when the accident did occur it was the 
result of the negligence of the defendant in 
failing to properly test said bed before its sale 
and discover the defective casting.’’ 

However, in Poretz v. R. H. Macy & Company, 
and R. H. Macy & Company v. New England 
Bedding Company, cited at footnote 45, the 
plaintiff injured herself setting up a garden 
chair some 13 months after purchasing it and 
using it frequently. See also Field v. Empire 
Case Goods Company, cited at footnote 26 (in 
use over one year). 
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item of furniture or an appliance may be 
used for other purposes than that primarily 
intended, and they will have to design and 
construct the product accordingly. While it 
is true that the tendency has been to find 
liability only where the product has been 
used in the manner and for the purpose for 
which it was intended, it is also true that 
the product may have other subsidiary, yet 
common enough, uses upon which liability 
may be founded if injury results. We will 
recall, for example, that the lady who stood 
on the chair to put away the sugar bowl 
was not found to have contributed to her 
own disastrous fall. Who are we to say 
that liability would not be adjudged against 
the manufacturer of a coffee table or a 
desk which is found to be a convenient 
seating piece by an informal visitor to the 
purchaser’s home? May not the manu- 


facturer of a baby crib be liable to an 
infant who chooses to eat the finish on 
his crib instead of merely admiring its 


WHAT THE LEGISLATORS ARE 


operator or driver of a motor vehicle, the 
plaintiff is required, among other things, to 
send notice of service on the secretary of 
state to the defendant by registered mail not 
later than seven days following filing of re- 
turn of process in a civil action. Laws 1955, 
S. B. 278, approved and effective June 23, 1955. 

Florida . . . The board of county com- 
missioners of all counties having a popula- 
tion of more than 120,000 and less than 
155,000 are now authorized to adjust and 
pay damages, not exceeding $1,000 to any 
one person, firm or corporation, resulting 
from the negligent acts of the counties’ 
employees in operating motor vehicles. This 
will not affect the immunity from tort actions 
of the counties. Laws 1955, S. B. 1431, ap- 
proved and effective June 23, 1955 

Illinois . . . In wrongful death actions 
arising out of accidents occurring after July 
15, 1955, the contributory negligence of one 
or more of the beneficiaries is not a defense. 
However, the amount of damages will not 
include compensation to the contributorily 
negligent person. The maximum damages 
allowable for wrongful death has been raised 
from $20,000 to $25,000. Also, the time 
within which to bring suit has been exterided 
to two years. Laws 1955, H. B. 777, approved 
and effective July 15, 1955. 

Missouri . . . Copies of suspension or- 
ders, entered pursuant to the motor vehicle 
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aesthetic qualities? If the producer of a 
sewing machine can be held responsible 
to a child who is injured while playing 
with the electric cord attachment (faultily 
constructed) when the machine is not in 
use at all, can liability for even remoter 
accidents be far behind? While we may 
rely perhaps a bit longer on the natural 
inertia of the law in effectuating changes in 
social philosophy of the community, we 
must also be realistic and observe that 
that inertia will move us on to stricter lia- 
bility on our part. 


Anyone may observe and study the trends 
as outlined here. We should take them 
into account and obtain protection from 


this area of risks of doing business, while 
the insurance industry and our courts, 
legislatures and universities seek better 


methods of distributing the losses suffered 
as a result of the operation of our private 
enterprise system. [The End] 
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safety responsibility law, which are duly 
certified by the director of revenue are now 
evidence in all courts of the state in actions 
arising under the law. Laws 1955, H. B. 417, 
approved June 21, 1955, effective 90 days 
after adjournment. 

In wrongful death actions brought in Mis- 
souri, the maximum damages allowable has 
been raised from $15,000 to $25,000. Laws 
1955, S. B. 171, approved July 13, 1955, 
effective 90 days after adjournment. 


Ohio . . . Provision is made for service 
of process in the event of the death of a 
nonresident defendant in a motor vehicle 
accident case either before or after the com- 
mencement of the action. Laws 1955, S. B. 60, 
approved and filed July 5, 1955, effective 90 
days after filing. 


Tennessee . . . In regard to service of 
process upon nonresident motorists, refusal 
of registered mail is equivalent to delivery 
and constitutes service. Likewise, acceptance 
of mail by any member of the addressee’s 
family over the age of 16 years constitutes 
sufficient delivery. Chapter 265, Public Acts 
1955, S. B. 85, approved and effective March 
21, 1955. 


Taxation 


Georgia . . . The premiums tax rate im- 
posed on insurance companies has been in- 


creased from 2 to 2% per cent. Reduced 
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rates for companies with assets in Georgia 
are 1%4 per cent when one fourth of their 
assets are invested in Georgia and ™%4 per 
cent when three fourths of their assets are 
invested. In determining the proportion of 
assets in Georgia, only government war bonds 
issued prior to December 31, 1946, are ex- 
cluded. Stocks in approved Georgia corpo- 
rations qualify as Georgia assets. Act 10, 
Acts 1955, H. B. 8, approved June 24, 1955, 
effective July 1, 1955. 


Michigan . . . A new provision, which 
is retroactive to the original enactment of 
the inheritance tax law, declares that no 
statute of limitations shall apply to any 
proceeding taken to levy, appraise, assess, 
determine or enforce collection of any in- 
heritance tax until the final determination 
of the tax by the judge of probate is en- 
tered. Public Act 232, Acts 1955, S. B. 1170, 
approved and effective June 18, 1955. 


Missouri . . . When property is trans- 
ferred in trust or otherwise, and the rights, 
interest or estates of the transferees are 
wholly dependable upon contingencies or 
conditions whereby they may be wholly or 
in part created, defeated, extended or 
abridged, an inheritance tax will be imposed 
upon this transfer at the lowest rate which, 
on the happening of any of these condi- 
tions or contingencies transferring property 
to a natural person, would be possible under 
the provisions relating to state inheritance 
taxes. Laws 1955, S. B. 335, approved June 
23, 1955, effective 90 days after adjournment. 


Oklahoma .. . The annual tax of 4 per 
cent imposed on all premiums of foreign 
insurance companies has been extended to 
membership, application, policy and/or regis- 
tration fees collected by such companies. 
Laws 1955, H. B. 1006, approved and effec- 
tive June 1, 1955. 





Workmen's Compensation Insurance 


Alabama . . . Workmen’s compensation 
coverage is made compulsory as to employees 
of counties with 94,000 to 134,000 population, 
except as to those employees expressly ex- 
cluded. Laws 1955, H. B. 70, approved and 
effective April 8, 1955. 


Arizona . . . The new amendments in- 
crease maximum compensation for disability 
to $40 per week and the total maximum to 
$7,500. Death benefits are raised to $25 per 
week, plus $5 for each dependent up to 
three, and a maximum of $7,500. The allow- 
ance for medical services is increased to 
$1,000, and to $500 for those able to work. 
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The burial allowance is raised to $300. Chapter 
33, Laws 1955, H. B. 73, approved March 
12, 1955, effective July 3, 1955. 


Colorado . . . Allowance for burial ex- 
penses in the workmen’s compensation and 
occupational diseases laws has been increased 
from $150 to $350. Laws 1955, S. B. 46, 
approved and effective April 6, 1955 

The maximum payable per week in the 
case of death of an employee who has de- 
pendents, or an employee who suffers total 
or partial disability, has been inereased from 
$29.75 to $31.50. The total maximum of all 
sums payable to dependents of a deceased 
employee, or to an employee who is perma- 
nently and totally disabled, was increased 
from $9,311.75 to $9,859.50. In the case of 
temporary partial disability, the total maxi- 
mum of all sums payable was increased from 
$3,867.50 to $4,095. The total maximum of 
all sums payable in case an employee is 
permanently partially disabled was increased 
from $7,735 to $8,190. The amount to be 
contributed to the subsequent injury fund 
by the employer or his insurance carrier 
was increased from $500 to $1,250. Laws 
1955, S. B. 52, approved and effective April 
7, 1955. 


Delaware . . Compensation will now 
be paid for chiropractic services rendered to 
an employee who has a compensable injury 
or occupational disease. Laws 1955, S. B. 46, 
approved and effective June 8, 1955. 


Indiana . The average weekly wages 
have been increased to not more than $55 
nor less than $30 per week for injuries 
occurring after April 1, 1955. The maximum 
compensation payable for injuries occurring 
on or after this date has been increased to 
$12,500. Laws 1955, S. B. 222, approved 
March 9, 1955, effective April 1, 1955. 

The statute of limitations has been raised 
to two years. Laws 1955, S. B. 343, approved 
and effective March 9, 1955. 

Employees injured on or after April 1, 
1955, will receive—in addition to temporary 
total disability benefits not exceeding 26 
weeks—a weekly compensation of 60 per 
cent of their average weekly wages for the 
period stated for the scheduled injuries. In 
prior years the 60 per cent of average weekly 
wages was in lieu of all other compensation, 
and not in addition to it. Laws 1955, H. B. 


422, effective April 1, 1955. 


Iowa . . . The maximum compensation 
per week has been increased to $32, and the 
minimum to $15. The same is true for death 
benefits. Laws 1955, H. B. 111, approved 
March 8, 1955, effective July 4, 1955. 


IL J— August, 1955 


th 
as 
th 
re 
tic 


if 

be 
ar 
su 


to 
be 
be 
in 
in 
in 
st 


in 


m 
in 


pl 


m 
al 
in 















’ 


hapter 
March 


al ex- 
n and 
reased 
B. 46, 


in the 
as de- 
; total 
from 
of all 
eased 
erma- 
eased 
ise of 
maxi- 
| from 
im of 
ree is 
reased 
to be 
fund 
arrier 
Laws 
April 


now 
‘ed to 
njury 


B. 46, 


¥, 


D 


va 
n 

juries 
imum 
rring 
ed to 
roved 


JQ 


e 
5 


f 
on 


‘aised 
roved 


ril 1, 
orary 
g 26 
) per 
r the 
s. In 
eekly 
ition, 


aL. By 


ation 
1 the 
leath 
oved 


1955 





ee insurers must continue 
insurance on an individual basis should 
the employer discontinue membership in the 
association.—A question was submitted by 
the Division of Insurance of Arizona which 
required an interpretation of Article 13, Sec- 
tion 5(c)(2) of the Arizona Insurance Code. 
The provision reads as follows: 

“The [group] policy shall not require that, 
if a participating employer discontinues mem- 
bership in the association, the insurance of 
an employee shall cease solely by reason of 
such discontinuance.” 

The question involved was whether this 
statutory provision requires a group insurer 
to continue the insurance on an individual 
basis should the employer discontinue mem- 
bership in the association, or whether the 
insurer in such an event must offer to the 
insureds a plan of conversion from group to 
individual coverage upon the happening of 
such a contingency. 

The Attorney General ruled that the group 
insurer must continue the policy on an indi- 
vidual basis after an employer discontinues 
membership in the association. In group 
insurance, he said, the master policy is con- 
trolling. The certificates issued to em- 
ployees or members usually refer to it. 


An employer usually has the right to ter- 
minate the insurance under the group policy 
and thus nullify the rights of the employee, 
insureds or beneficiary. (See Appleman, 
Insurance Law and Practice, Section 1758.) 
To protect insureds from forfeiture of their 
rights under the policy, the legislature en- 
acted Section 61-2505(c)(2) of the Arizona 
Code, which reads: “. . . the policy shall not 
require that, if a participating employer dis- 
continues membership in the association, the 


Attorneys General 





insurance of his employees shall cease solely 


such discontinuance.” He 
stated that the plain intent of this provision 
(which refers to master policies) is to pro- 
tect the insureds in all particular rights 
under the policy. It is the duty of the in- 
surer to service the policy as if the employer 
had never withdrawn.—Opinion of the Ari- 
zona Attorney General, May 26, 1955. 


by reason of 


N ANOTHER ruling, dated June 2, 1955, 

the Arizona Attorney General declared 
that the records maintained by the Motor 
Vehicle Division of the State Highway De- 
partment relating to automobiles registered 
to an individual, as well as his past history 
of convictions and traffic violations, are 
public records and open to public inspection. 


He stated that public records are open to 
inspection and copying by the public unless 
there is a direct statutory prohibition. How- 
ever, if the Motor Vehicle Division has both 
an official record and departmental records 
reflecting the official record, it is not re- 
quired to make public its departmental rec- 
ords, but only the official records on which 
it bases its decisions in regard to the issu- 
ance, revocation and suspension of licenses. 
He noted that there is a statutory limita- 
tion in Section 66-153(x) of the Arizona 
Code Supplement of 1952, which relates to 
certain information pertaining to motor ve- 
hicle accident reports obtained by the Mo- 
tor Vehicle Division. 


ee ee issuing policies cov- 
ering the officers, appointees, agents and 
employees of a municipal corporation are 
accepting premiums for existing insurable 
risks since the law, under certain circum- 
stances, imposes liability upon such persons. 
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—Section 39-1818-1820 of Burns Indiana Stat- 
utes, 1952 Replacement, declares that poli- 
cies may be purchased by municipal cor- 
porations provided they contain a statement 
that the insurer will not set up as a defense 
the immunity of municipal corporations in 
the event of a claim under the policy. The 
Insurance Commissioner called to the At- 
torney General’s attention the words of the 
court in Hummer v. School City of Hartford 
City, 112 N. E. (2d) 891, wherein it 
stated: “Generally speaking, school officers 
acting within the scope of their duty are 
only responsible individually for the injuries 
resulting from ‘corrupt not 
from mistake of law or judgment.” The 
Commissioner stated that he had re- 
ports of insurers denying liability under 
these policies on the theory of freedom of 
municipal corporations from tort liability. 
He asked whether these insurers were ac- 
cepting premiums for risks which do not exist 


was 


motives and 


also 


The Attorney General ruled that the pre- 
miums were being accepted for existing 
risks. He stated that in the Hummer case 
the court recognized that personal liability 
had been imposed, in certain instances, upon 
the officials of school corporations and upon 
a township trustee. (In the case of Adams 
v. Schneider, 71 Ind. App. 249, 124 N. E. 
718 (1919), members of a school board were 
held personally liable for negligence in the 
performance of ministerial acts in connec- 
tion with an athletic exhibition.) He con- 
cluded that inasmuch as officers, appointees, 
agents and employees of municipal corpora- 
tions may be personally liable under certain 
circumstances, the insurers are covering an 
actual risk.—Opinion of the Indiana Attorney 
General, July 20, 1955. 


EXAS—The Board of Insurance Com- 

missioners has authority to approve a 
new rating plan for “highly protected risks.” 
—The Board of Insurance Commissioners 
submitted the question to the Attorney Gen- 
eral of whether it can approve a new rating 
plan for “highly protected risks.” After re- 
ferring to the provisions of the Insurance 
Code, the Attorney General answered in 
the affirmative. 


He indicated that it is clear from the 
statutes that the board has the duty and 
authority to determine, fix and prescribe 
such rates “as are adequate, fair, just and 
reasonable and which are not arbitrary, 
capricious, discriminatory, or confiscatory,” 
and that the standards applicable to rate- 
fixing by the board are equally applicable to 
risk classification. The classification of 
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risks must be based upon a real and sub- 
stantial difference. 


The proposed plan, on its face, does not 
appear to be arbitrary, capricious, discrimi- 
natory or confiscatory, he said, and appears 
to be based upon a real and substantial 
difference with relation to presently estab- 
lished risks. However, he added, whether 
the plan meets these standards is a question 
which can only be resolved upon the appli- 
cation of myriad facts to the proposed risk 
plan. If the board determines that it meets 
these standards, it may approve the plan.— 
Opinion of the Texas Attorney General, May 
20, 1955. 


\ 7 ASHINGTON—Limited liability cer- 
' tificates constitute title insurance, and 
title companies issuing these certificates 
must file a rate schedule covering them with 
the Insurance Commissioner.—The Director 
of the Department of Highways informed 
the Attorney General that title companies 
had issued limited liability certificates for 
$12.50, together with an additional sum of 
$7.50 if the certificates delivered to 
the within the scheduled time limit. 
Liability under these certificates was limited 
to $500. Subsequently certain title com- 
panies stated that they would only write 
title insurance for the full value of the prop- 
erty to be acquired by the state highway 
department, contending that the liability cer- 
tificates did not conform to the rate schedule 
on file with the Insurance Commissioner, 
and that the abstract companies, who were 
agents the title could not 
legally issue these certificates in their own 
names the certificates 
form of title insurance. 


were 
state 


for companies, 


since constituted a 


In answer to questions posed by the Di- 
rector of the Department of Highways, the 
Attorney General ruled that the limited lia- 
bility certificates constituted title insurance. 
If the title companies have filed no rate 
which covers the limited liability certificates, 
he said, it would be a violation of the com- 
panies’ rate schedules to write the certifi- 
cates. He added that the title companies 
would not be precluded from filing such a 
rate with the Insurance Commissioner. 


An abstract company, which is only an 
agent of a major title company and not a 
registered title company in its own right, 
could not issue these certificates in its own 
name. If it desires to issue title certificates, 
he stated, it must qualify under the state 
statutes as a title insurer.—Opinion of the 
Washington Attorney General, June 23, 1955. 
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Colorado Regulates Issuance 
of Mercantile Block Policies 


Inland marine mercantile block policies, 
commercial floater type policies and similar 
policies will now be considered and offered 
as multiple line contracts or offerings, the 
Colorado Insurance Commissioner recently 
ordered. 

He stated (in Bulletin No. 27) that hear- 
ings relative to the writing of this type of 
insurance indicated that the people of the 
state would be better served by the writing 
of this type of policy. 

Inasmuch as the rating element of judg- 
ment is reportedly a major component in 
the establishment of a rate for these types 
of policies, the Commissioner ordered the 
following: 

“That statistical data including, but not 
united to, premiums and shall be 
separately maintained by class; i. e. appli- 
ance dealer, sporting goods dealers, office 
machinery and supply dealers, etc., which 
information shall be furnished upon call. 
The composite experience for these and 
similar type policies shall be reported on 
Page 14 of the Convention form of Annual 
Statement = 


losses 


Georgia Rulings Involve Policies 
Issued in Connection with Loans 


Two new Georgia rulings, issued to all 
companies writing life and/or health and 
accident or hospitalization insurance, in- 
volve insurance written in connection with 


loans made under the Georgia Industrial 
Loan Act. One of the rulings (Ruling No. 
1006) requires companies writing this in- 


surance to place in a reserve account, car- 


State Department Rulings 


A 
Seo 
Netetoie 


the books of the companies as 


ried 
“claims account,” an amount not less than 
20 per cent of each premium dollar received 


on 


on insurance written in connection with 


these loans. 


It also states that funds placed in this 
account shall not be used for any purpose 
other than for the payment of benefits ac- 
cruing under the policies issued in connec- 
tion with loans made under the act. 

In the other ruling (Ruling No. 1010) 
the Commissioner ordered companies writ- 
ing this insurance to submit to him a copy 
of any contract regarding commissions made 
in connection with each office unless the 
contract is the same for several offices, in 
which case only one contract need be sub- 
mitted, accompanied by a letter stating that 
the contract evidences the same agreement 
with all offices with which they do business. 


Virginia Directive Concerns 
Group Credit Life Insurance 


In a recent ruling in Virginia involving 
group credit insurance, the Deputy Com- 
missioner of Insurance, Everette S. Francis, 
announced: 

“It has been brought to our attention that 
some insurance companies are offering group 
life insurance policies insuring debtors under 
conditions where the sum borrowed is due 
and payable at one fixed time, and not in 
installments over a period of not more than 
ten years. The amount of insurance, we are 
informed, sometimes exceeds the amount of 
the debt.” 

The Deputy Commissioner directed that 
any companies transacting this type of life 
insurance in Virginia must change their 
practices to conform to statute. 
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Commissioners Against Extension 
of Commerce Commission’s Powers 


The chairman of the National Association 
of Insurance Commissioners’ special com- 
mittee on Interstate Commerce Commis- 
sion matters has gone on record as opposing 
a broadening of the commission’s powers. 
It declared that if “Proposal 13,” now 
before the commission, is adopted, “the In- 
terstate Commerce Commission would be 
examining insurance companies and exer- 
cising all of the prerogatives of regulating 
the business of insurance. Inevitably this 
would mean that Interstate Commerce Com- 
mission would by mere administrative ac- 
tion supersede the laws of the several states 
regulating the business of insurance.” 

The committee stated that “it is settled 
by Public Law 15 that the right and the 
responsibility for regulating insurance rest 
with the several states. From the facts 
developed in our conference it seems clear 
that the Interstate Commerce Commission 
can discharge its responsibilities under 49 
U.S. C. A. Par. 315 within the framework 
of existing state regulation of insurance. 
We recognize, however, a need for a uni- 
form and simple procedure under which 
the facilities and authority of the Insurance 
Departments of the several states may be 
resorted to by Interstate Commerce Com- 
mission to the extent required to enable 
Interstate Commerce Commission to ad- 
minister its duties under the Federal 
Statutes.” 

Congress did not impose upon the com- 
mission any responsibility for ‘regulating 
insurance companies, and did not authorize 
the commission to deal directly with insur- 
ance companies, the committee pointed out. 
Quoting from 49 USCA Section 315, it 
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noted that the commission was authorized 
to require that motor carriers carry certain 
liability and cargo insurance, or furnish 
other evidence of financial responsibility. 

It concluded that ‘Proposal 13” would 
permit the commission to deal directly with 
insurance companies; this, in its opinion, 
is contrary to the intent of Congress. 


surety Bond Rates 
Reduced in Pennsylvania 


Reductions in bond rates that will mean 
huge savings for contractors were an- 
nounced recently by the Pennsylvania In- 
surance Commissioner. It is the first large 
scale reduction for construction contract 
surety bonds to be approved by the state 
in ten years. The reductions amount to at 
least 18 per cent for the bond premiums 
and are effective immediately. 

The bonds are not required by law, but 
contractors are required by businessmen to 
post such bonds guaranteeing performance 
of contract provisions. These bond rates 
must be approved by the state. 

The Surety Association of America, a 
rate-making organization, filed the new 
rates with this state and with other states. 
It was stated that most other states have 
already approved the new rates. 

On the basis of optimistic predictions 
of construction, the Commissioner believes 
that the premium rate reductions will mean 
large savings to contractors. He explained 
that since 1945, when the last rate revisions 
were made, new construction activity in- 
creased from less than $6 billion annually 
to over $37 billion in 1954. 


In the same period, public construction 
(included in the above figure) increased 
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PERSONS AND EVENTS 
A forum on insurance law, under the 
| auspices of the Brooklyn Law School 
and in colloboration with several insur- 
| ance companies, will be held in the law 
school auditorium December 2-3. The 
program includes, among other things, 
a discussion of the problems of the 
court’s delays by David W. Peck, Pre- 
| siding Justice of the Appellate Division, 
First Department, New York Supreme 
Court.. Also included will be a discus- 
sion on the administration of insurance 
law by Leffert Holz, New York Superin- 
tendent of Insurance. 


cians will form the faculty for a 15-week 


| 
| Fifteen outstanding Cleveland physi- 
Prob- 


course entitled “‘Law-Medicine 
| lems,” which will be presented by West- 
| ern Reserve University in Cleveland this 
| fall. Included in the course will be a 
discussion of diseases and injuries of the 
heart, head and spinal cord and their 
relationship to legal cases. Information 


is available by writing to Director, Law- 


from $2.5 billion to about $11.5 billion a 
year. It is estimated that the new con- 
struction volume for 1955 will be about 


$41.8 billion. 


Recent Aviation Cases 


A municipality was liable for damages to 
an airplane parked at the municipal airport 
which were incurred when the ropes secur- 
ing the plane broke during a heavy wind, 
causing it to turn over. The airplane owner’s 
agreement with the airport for parking 
and tie-down services was a valid bailment 
and service contract which the city had 
authority to make in its corporate capacity. 
Since the accident could have been pre- 
vented by the exercise of reasonable care 
and foresight, the contention that it was 
proximately caused by an act of God was 
held to be without merit—City of Jackson, 
Mississippi v. Brummett. Mississippi Su- 
preme Court. June 13, 1955. 4 Avr. 17,695. 

An air carrier mechanic was awarded 
damages for injuries sustained when he was 
struck by a negligently driven gasoline truck. 
The accident arose when the driver, who was 
backing the truck up in order to place it 
in a position to gas a wing, failed to stop 
until the truck was approximately five feet 
under the wing, crushing the mechanic be- 


The Coverage 


Medicine Center, Western Reserve Uni- | 
versity, Cleveland 6, Ohio. 


Martin S. House has been appointed | 
as special counsel to supervise the New 
York Insurance Department’s investiga- 
tion of employee welfare funds. 

The American Institute for Property 
and Liability Underwriters, Inc., an- | 
nounced that Clarke Smith and Louie 
E. Woodbury were elected to its board | 
of trustees. 

The fifty-ninth annual convention of 
the National Association of Mutual In- | 
surance Companies will be held October 
9-12 at the Hotel Jefferson, St. Louis, 
Missouri. Theme for the meeting will 
be the “man in mutual management,” 
with special attention being given to man- | 
agement trends and investment problems. | 

The Federation of Insurance Counsel | 
will hold its fifteenth annual convention | 
August 17-19 at the Sheraton-Park Hotel, 
Washington, D. C. 

| 
' 


tween the truck and the plane. The court 
said that there was no merit to the con- 
tention that the mechanic elected a method 
of refueling that was more dangerous than 
another since the procedure used was cus- 
tomary. It also ruled that the mechanic 
could not be considered a guest passenger 
in the truck because the guest statute did 
not apply to commercial transactions or to 
transportation which is for the mutual 
benefit of the passenger and the owner.— 
Sproule et al. v. Nelson. Florida Supreme 
Court. June 15, 1955. 4 Avr. 17,697. 


Nonsuit was affirmed in a wrongful death 
action arising out of the crash of an air- 
plane into electric transmission wires where 
the pilot was flying at a low altitude in 
violation of both federal and state statutes. 
The court stated that the electric company 
had the right to use the air space above its 
land as long as it did not interfere with the 
flight of aircraft at lawful altitudes, and that 
it did not have the duty to mark its trans- 
mission wires and warn pilots of their loca- 
tion where these wires were not located in 
such a position that they would interfere 
with planes in ordinary and lawful flight — 
Yoffee v. Pennsylvania Power & Light Com- 
pany. Pennsylvania Court of Common Pleas, 
Dauphin County. March 7, 1955. 4 Avr. 
17,638. 
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policies. The bill would remove the amount 
of policy loans from both life reserves and 
total reserves and apply the 50 per cent 
test as though these transactions had never 
occurred. 

The gross income of a life insurance com- 
pany, under present law, is defined as inter- 
est, dividends and rents. This definition has 
been expanded by including royalties, cer- 
tain amounts received in connection with 
entering into, altering or terminating agree- 
ments such as and mortgages and 
income derived from the operations of a 
noninsurance business. The deductions cor- 
responding to these types of income are 
allowed and, thus, the bill provides a deduc- 
tion for depletion and a deduction for the 
ordinary expenses of any noninsurance 
business. Also, the deduction for dividends 
received for corporate stock held for the 
life insurance business is denied on the 
grounds that the life insurance company 
already gets at least an 85 per cent deduc- 
tion on this income, as hereinafter noted. 

With respect to the investment income 
derived from life insurance activities, a de- 
duction is to be allowed which will be the 
sum of (1) 85 per cent of the income 
attributable to ordinary life insurance polli- 
cies, (2) 92% per cent of the income related 
to annuities and other policies issued in 
conjunction with pension plans (if the pro- 
visions of this bill are applied for years 
after 1955 this percentage will gradually 
increase to a 100 per cent deduction for 
1960); and (3) 90 per cent of the income 
attributable to annuities and to amounts 
left by the policyholder or his beneficiary 
on deposit (if the plan is continued after 
1955 this percentage will gradually increase 
to 95 per cent for 1960). 


leases 


The effective rate of tax on this basis is 
7.8 per cent on net investment income as 
opposed to the present 6% per cent rate. 
This was worked out by excluding 85 
per cent of investment income to meet 
reserve and other contractual requirements 
and the payment of the regular 52 per cent 
corporate rate on the remaining 15 per cent. 

Life insurance companies which engage 
in cancelable accident and health insurance 
or other forms of personal insurance other 
than life insurance will pay a tax on the 
income from such business as if they were 
mutual casualty companies. This means 
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Continued from page 516 


that they will pay the higher of (1) a tax 
at regular corporate rates on their net 
investment income from that business or 
(2) a tax of 1 per cent on the gross invest- 
ment income from that business plus premi- 
ums (less dividends) on those policies. For 
this purpose the investment income is re- 
quired to be determined in the same manner 
as for a mutual casualty company. This 
involves taking into account a proportionate 
part of the net capital gain (to which the 
alternative capital gains ‘tax is applicable) 
and a proportional part of the dividends 
received credit. The investment income at- 
tributable to such business will be deter- 
mined on the basis of the ratio of the 
reserves for such insurance to the total 
reserves. This is a change in the law, since 
for many years the investment income at- 
tributable to the nonlife insurance business 
has been viewed as 3% per cent of the 
unearned premiums and unpaid losses on 
that business. 


The following is a rather interesting 
comment in the committee report: 

“In the casualty insurance field, where 
stock companies predominate, the stock 
companies are subjected to a different tax 
computation from mutuals, one that usually 
results in a higher tax. It is feared that if 
this were applied to the accident and health 
field of the life insurance industry, where 
mutuals predominate, the competitive con- 
sequences could be quite serious.” 


The companies will also pay a capital 
gains tax on their cancelable accident and 
health business. This will be arrived at by 
distributing capital gains less capital ‘losses 
between their life insurance business and their 
cancelable accident and health business pro- 
portionate to their reserves on each type of 
business. Capital gains tax is not to be paid 
as part of the life insurance tax. The 85 
per cent intercorporate dividend deduction 
will be allowed as a deduction in calculating 
the accident and health tax, but not the 
life insurance tax. 


It should, in conclusion, be noted that the 
bill contains subpart B, which deals with 
the old 1942 taxing formula (with certain 
revisions). This was necessary since this 
1942 formula will become effective in 1956 
if tegislation is not enacted extending the 
effective period for the new formula beyond 
the calendar year 1955. 
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NEGLIGENCE 

| Summaries of Selected Decisions 

| Recently Reported by CCH | 
NEGLIGENCE REPORTS | 





Vendor Not Liable 
for Rotary Power Mower Accident 


A vendor of a rotary power mower was 
not liable for injuries sustained by the 
plaintiff when the machine hurled a piece 
of concrete into plaintiff’s eye, holds the 
Fifth Circuit. 


A party purchased a rotary power mower, 
and received a booklet of instructions which 
contained the specific instruction to remove 
all foreign objects from the area to be cut 
and to avoid striking tree trunks, exposed 
roots and like objects. The machine was 
used for 18 months without any mishap 
occurring. The party, a mechanic, never 
referred to the booklet he 
himself qualified to operate the mower on 
his own. However, on one the 
mower struck an imbedded chunk con- 
crete and hurled a piece through the open- 
ing at the rear of the machine toward the 
plaintiff, a four-year-old child, and struck 
him in the eye, causing the loss of sight in it. 


considered 


as 


occasion 


Through a next friend the plaintiff brought 
an action for damages, alleging that the de- 
fendant vendor was negligent in selling an 
inherently dangerous machine without en- 
closing the rear opening or placing efficient 


guards around the blade. It was further 


Negligence 





Selected Decisions 
- fron: All Jurisdictions 


alleged that it should have been anticipated 
that the mower would hurl objects through 


the opening and cause injury to anyone 
nearby. The trial judge granted the vendor’s 
motion for a directed verdict, holding that 
there was no evidence showing that the 
machine was so patently defective that in 
the exercise of ordinary care the vendor 
could discover it was defective. 

On appeal, the Fifth Circuit affirmed the 
decision for the vendor. The court said 
that it appears the machine was safe for 


normal and careful use (when used accord- 
ing to the instructions) and, thus, could not 
be considered to be an inherently dangerous 
article. It declared that even if the machine 
were defectively designed, the defect could 
not have been discovered by the exercise of 
ordinary care. There was no privity of con- 
tract between the vendor and the plaintiff, 
it added, and thus the vendor cannot be held 
to the duty of foreseeing an accident as re- 
mote in time and unusual as the one involved 


in this case.—Purkey v. Sears, Roebuck & 
Company. United States Court of Appeals 
for the Fifth Circuit. March 30, 1955. 4 


NEGLIGENCE Cases (2d) 745. 
Recent Medical-Legal Cases 


Negligence may not be inferred from the 
fact alone that an infection followed a 
plastic surgery operation. 


The plaintiff employed the defendant doc- 


tor to remove scars from her face. Follow- 
ing the removal of one of the scars, the 
plaintiff developed an infection which left 


her face in a worse condition than when she 
started. The doctor testified that the infec- 
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tion was not due to negligence, and that he 
used a recognized and approved method of 
practice. There was no testimony of any 
medical witness that there was negligence. 
The lower court awarded judgment to the 
doctor, and an appeal was taken. 

The appellate court affirmed the judgment 
for the doctor. The court ruled that negli- 
gence could not be presumed because of the 
unfortunate results of the operation, and 
that expert testimony was necessary to es- 
tablish the impropriety of the doctor’s 
treatment.—Pink v. Slater. California Dis- 
trict Court of Appeal. March 28, 1955. 4 
NEGLIGENCE CASES (2d) 747. 


N ANOTHER case brought for damages 

for injuries sustained as the alleged re- 
sult of the negligent administration of a 
spinal anesthetic, the court awarded judg- 
ment to the physician. The plaintiff entered 
a hospital as a routine obstetrical case. A 
spinal anesthetic was administered shortly 
before the birth of the baby. The plaintiff 
was allegedly paralyzed from her waist down, 
and was still partially paralyzed in her left 
leg and hip at the time of trial. This con- 
dition was alleged to have been caused by 
spinal cord damage which occurred when 
the anesthetic was negligently administered. 
Nonsuit was granted in the lower court, and 
an appeal was taken. 

The appellate court affirmed the judgment 
of nonsuit. After a review of the evidence, 
the court held that the plaintiff had failed 
to prove that the anesthetic was negligently 
administered or that negligent administra- 
tion of the anesthetic was the proximate 
cause of her injury. The medical evidence 
indicated that the plaintiff's condition was 
reasonably attributable to the toxic quality 
or reaction to the drug administered, rather 
than to spinal cord damage. Inasmuch as 
an injury to the spinal cord was not proven, 
the nonsuit was affirmed.—Seneris et al. v. 
Haas et al. California District Court of Ap- 
peal. March 21, 1955. 4 NeEGLIGENCE CASES 
(2d) 698. 


HE DOCTRINE of res ipsa loquitur was 

applicable in a case where a patient in 
a hospital suffered burns because of treat- 
ment with an electric heating pad. The 
court recognized that the doctrine was not 
available where the specific cause of the 
harm was known, but stated that situation 
was not present in this case. 

The heating pad may have been defective, 
the compresses may have been dipped in 
some harmful solution, excessive tempera- 
ture may have been present or some other 
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‘ 


cause may have been responsible for the 
injury. These matters were within the pecul- 
iar knowledge of the defendant. The court 
added that the use of heating pads is not 
dangerous when ordinary care is exercised. 
—Foster v. Delgrave. California District 
Court of Appeal. December 14, 1954. 4 
NEGLIGENCE CAsEs (2d) 681. 


Attractive Nuisance Doctrine 
Inapplicable to Coal Tipple 


The court refused to apply the attractive 
nuisance doctrine to the situation where 
a six-year-old child was injured when he 
fell off a coal tipple which had no floor 
and was 40 or 50 feet high at some points. 
Kentucky Court of Appeals. 


The plaintiff, a six-year-old child, was in- 
jured when he fell from a coal tipple owned 
and operated by the defendant coal corpora- 
tion. The tipple was used for dumping coal 
from motor trucks and tram cars into rail- 
road cars standing upon tracks which ex- 
tended underneath the tipple. The tipple 
extended across a small valley, and the top 
of it was 40 or 50 feet above the valley. 
There was no floor in it at the point above 
the railroad tracks. The lower court awarded 
judgment to the plaintiff on the basis of the 
attractive nuisance doctrine. The corpora- 
tion appealed, contending that the doctrine 
was not applicable to the facts of the case. ° 


Held: Judgment for the plaintiff reversed. 
The court noted that in the case of Hermes’ 
Adm’r. v. Hatfield Coal Company, 134 Ky. 
300, 120 S. W. 351, and in other cases cited, 
the courts refused to apply the attractive 
nuisance doctrine where the injury resulted 
from the child’s falling from an ordinary im- 
mobile business structure. It said it be- 
lieved that underlying all of these cases 
was the thought that the danger of falling 
was one which should have been recognized 
and appreciated by the child. 


In the instant case, the court declared 
that the six-year-old child should have real- 
ized and appreciated the risk of falling from 
the coal tipple and, thus, the attractive nui- 
sance doctrine should not have been applied. 
It added that the res ipsa loquitur doctrine 
was not applicable as the facts did not create 
a clear inference that the accident would not 
have happened but for the corporation’s 
negligence. The corporation’s motion for 
a directed verdict should have been sus- 
tained.—Fourseam Coal Corporation v. Greer. 
Kentucky Court of Appeals. February 25, 
1955. 4 NEGLIGENCE CAsEsS (2d) 600. 
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LIFE 


Summaries 


of Selected 
Decisions Recently Reported 
by CCH LIFE INSURANCE 
REPORTS 


Statutory Grace Period 
Prevails over Alleged Waiver 


A statute which provided for a mandatory 
grace period of at least one month for all 
life insurance policies prevailed over an 
alleged waiver (unsupported by a valuable 
consideration) by the insured of the grace 
period. Texas. 


The insured obtained a life insurance 
policy from the defendant insurer. A Texas 
statute provided that no life policy shall be 
issued unless it provides for a grace period 
of at least one month. The insured’s policy 
provided for a 3l-day grace period. During 
a grace period the insured advised an agent 
of the insurer that she could not continue 
the policy and desired to drop it. She signed 
a letter to the insurer which stated she 
wished to drop her policy. The letter was 
voluntarily signed, and she was not given 
anything of value for signing it. The in- 
surer wrote a letter stating that the policy 
had been permitted to lapse. The insured 
died before the grace period terminated, 
and the beneficiaries under the policy de- 
manded the policy proceeds. Upon the in- 
surer’s refusal to pay, the beneficiaries 
brought suit. A summary judgment was 
awarded the insurer, and the beneficiaries 
appealed. 

The court of civil appeals reversed and 
remanded the case. It stated that the ques- 
tion to be determined the 
insured and the insurer by mutual agree- 
ment (unsupported by a valuable considera- 
tion) can waive the grace period provided 
for by the state statutes. The court de- 
clared that the insured could not waive the 
benefits of the statutory grace period subse- 
quent to the making of the contract without 
there being a valuable consideration. 


was whether 


Statutory provisions for the benefit of 
policyholders, it said, have generally been 
held to be safeguards by which, as a matter 
of public policy, the legislatures have seen 
fit to protect the insureds in all their 
relationships with insurers, and which may 
not be waived in any manner contempora- 


Life, Health—Accident 


neous or subsequent, as such a practice 
would nullify the statute. One of the cases 
relied on to substantiate this holding was 
Gardner v. Universal Life and Accident Insur- 
ance Company, 7 Lire Cases 1007, 164 S. W. 
(2d) 582, wherein the court held that the 
insurer cannot, even with the agreement of 
the insured, contract for a different grace 
period than that specified by statute. In 
Provident Savings Life Assurance Society v. 
Taylor, 142 F. 709, the court held that the 
insured’s declaration that he was not con 
tinuing his policy was not a waiver of the 
grace period, inasmuch as there was no 
consideration for same. 

The instant court concluded that the in- 
sured did not waive the benefit of the stat- 
utory grace period, and that the insurer 
would have been obliged to accept the pre- 
mium from the insured had it been offered 
any time during the grace period. 

It added that the statement that the insured 
intended to drop her policy probably was 
not intended as a waiver of the rights 
already accrued under the policy, but was 
only notice to the insurer that she was not 
intending to pay any more premiums.— 
Satery v. Great American Reserve Insurance 
Company. Texas Court of Civil Appeals. 
April 21, 1955. 2 Lire Cases (2d) 327. 


No Coverage Afforded 
for Death During Lapse Month 


Where the insured mailed checks for sub- 
sequent premium payments but did not 
include a payment for the lapse month, 
his death during that month was not cov- 
ered by his policy. Fifth Circuit. 


The insured’s policy lapsed for nonpay- 
ment of premiums. During the month of 
lapse he mailed eight checks to the insur- 
ance company for premium payments dated 
for the following month, but did not include 
a payment for the month of lapse. He was 
killed in an automobile accident during that 
month, and his beneficiaries brought suit to 
recover the proceeds of his policy. The 
lower court awarded judgment to the bene- 
ficiaries, and an appeal was taken. 

The Fifth Circuit reversed the judgment. 
Under the heading “Standard Provision,” 
the court noted the following: 

“3. If default be made in the payment 
of the agreed premium for this policy the 
subsequent acceptance of a premium by the 
Company or by any of its duly authorized 
agents shall reinstate the policy, but only 
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to cover loss resulting from accidental injury 
thereafter sustained.” (Italics supplied.) 

It concluded that inasmuch as there was 
no evidence that the insurer ever received 
payment for the lapse month, and nothing 
in the case supported any estoppel, the 
above-quoted provisions of the policy oper- 
ated to terminate coverage during that 
month. The insured had probably, decided 
to begin anew with the following month’s 
payment, it stated, since no benefits were to 
be lost by that action.—Colonial Life & Ac- 
cident Insurance Company v. Dorman. United 
States Court of Appeals for the Fifth Cir- 
cuit. April 30, 1955. 2 Lire Cases (2d) 379. 


Recurrence of Same Ailment 
New Sickness Under Policy 


A recurrence of an illness for which the 
insurer had previously paid the maximum 
amount under the policy was held to be a 
new sickness under the policy, and the 
insured was entitled to recover benefits 
again. Oklahoma. 


The plaintiff obtained from the defendant 
insurer a health and accident policy which 
covered his wife. The policy took effect 
in 1946, and in 1948 plaintiff's wife was paid 
the maximum amount under the policy when 
she suffered an attack of Trichomonas 
vaginitis. In 1953 she suffered what was 
apparently another attack of the same ill- 
ness. The insurer refused to pay for the 
medical expenses involved in this last attack, 
contending that it had paid all it owed under 
the policy for that particular illness. The 
plaintiff sued and recovered a judgment 
from the insurer for the policy proceeds, 
and an appeal was taken. 


Held: Judgment affirmed for the plain- 
tiff. The state supreme court said that it 
was not definite that the plaintiff's wife 
was suffering from the same ailment, but 
that if it were the same ailment there was 
nothing to show that she was continually 
sick from 1948 to 1953. It noted that the 
policy defined sickness as follows: 

“*Sickness’ as used in this policy means 
bodily sickness or disease contracted and 
commencing after the date of this policy 
and causing loss of time commencing while 
the policy is in force.” 


The policy further provided: 


“p. 


ayment shall made for more 
than one treatment per day, nor more than 
fifty treatments in the aggregate, as the 


result of any one accident or sickness.” 
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not be 


The court declared that there was noth- 
ing contained in the policy which would 
indicate that if a person had been sick from 
a particular ailment and had _ recovered 
therefrom, a later attack from the same 
malady would not be considered a new sick- 
After recognizing that the word 
“sickness” has many and varied meanings, 
it said that it believes “sickness” as used 
in the policy was intended to cover illnesses 
and would not make a recurrence of an 
ailment the same sickness, especially where 
several years had elapsed between attacks. 
It declared that if the insurer intended to 
limit the word “sickness” to the narrow 
limits contended for, it should have done so 
in the policy.—Standard Life & Accident 
Insurance Company v. Bethel. Oklahoma 
Supreme Court. May 3, 1955. 2 Lire Cases 
(2d) 351. 


ness. 


Short Shorts from the Courts 


Delaware . .. The insured’s failure to 
disclose treatment for mental illness and 
chronic alcoholism constituted a misrepre- 
sentation material to the insurance com- 
pany’s risk.—Prudential Insurance Company 
of America v. Gutowski. Delaware Supreme 
Court. May 3, 1955. 2 Lire Cases (2d) 363. 


Louisiana . . . Where a medical clinic 
had access to X-ray equipment on contract 
and a registered nurse was on duty during 
the day, the requirements of a “hospital” 
as defined in the policy were substantially 
met.—McKinney v. American Security Life 
Insurance Company. Louisiana Court of Ap- 
peal, Second Circuit. December 1, 1954. 2 
Lire Cases (2d) 206. 


Missouri . . . The Korean conflict came 
within the meaning of the term “war,” as 
used in the exclusion clause of a policy, the 
court holding that “war” used in its real and 
practical sense would embrace such a con- 
flict—Lynch v. National Life & Accident 
Insurance Company. St. Louis Court of Ap- 
peals, Missouri. April 19, 1955. 2 Lire 
Cases (2d) 338. 


South Carolina . . Where there was 
uncontradicted evidence of fraud, the trial 
court erred in denying the insurance com- 
pany’s motion for judgment non obstante 
veredicto on the ground that under the terms 
of the application the policy became effec- 
tive immediately upon receipt of the first 
premium payment.—Phillips v. Life & Cas- 
ualty Insurance Company of Tennessee. South 
Carolina Supreme Court. December 13, 
1954. 2 Lire Cases (2d) 209. 
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| Summaries of Selected Deci- 
| sions Recently Reported by 
| CCH FIRE-CASUALTY IN- 
| SURANCE REPORTS 


“Nonrecording”’ Insurance 
Exclusion Clause Construed 


A clause of a “nonrecording” insurance 
policy which warranted the insurer free 
of all claim for losses resulting from any 
loan or loans exceeding $3,500 to any one 
borrower was held not to exclude from 
coverage loans in excess of that amount. 
Fifth Circuit. 


The insurer issued a “nonrecording” policy 
captioned “Credit Union Chattel Lien Non- 
Filing Insurance” to the insured. Exclu- 
sion E of the policy warranted the insurer 
free of all claim “for any loss covered by 
the terms of this Policy resulting from any 
loan or loans exceeding $3,500.00 in all to 
any one borrower.” The insured filed two 
claims under its policy on two separate 
loans to one borrower. The two loans ag- 
gregated $4,981.50, and the insured’s loss 
from failure to record the instruments was 
$4,192.50, but it filed claims for only $3,500 
of this The insurer contended that 
the phrase “exceeding $3,500.00 in all to any 
one borrower” modified the words ‘any loan 
or loans,” and that any loan or loans over this 
amount would be denied coverage com- 
pletely. The insured argued that the limit- 
ing phrase modified the word “loss,” and 
that the exclusion, therefore, merely limits 
the extent of liability to $3,500. The lower 
court awarded judgment to the insured on 
the basis that an insurance policy is to be 
construed most strongly against the in- 
surance company. An appeal was taken. 


loss. 


Held: Judgment affirmed for the insured. 
The court declared that while Exclusion E 
is the most directly pertinent part of the 
policy, the policy must be construed as a 
whole in order to arrive at the intention of 
the parties. In considering the policy as 
that the 
more reasonable construction is that the loss 


a whole, it said, it seems to us 
resulting from loans to any one borrower 
was limited to $3,500, and that loans exceed- 
ing such sum were not excluded in their 
entirety from coverage, but were covered 
up to the amount of $3,500. 


Fire and Casualty 


It stated that if it had gone too far in 
reaching the above-stated conclusion, the 
policy was then ambiguous and reasonably 
susceptible to that construction. An insured 
might naturally assume, it added, that the 
insurer was more interested in limiting the 
loss for which it became liable than in limit- 
ing the amounts of the loans for which the 
insured bore the primary risk. 

A dissenting opinion declared that the 
language of Exclusion E was unambiguous, 
and that there was nothing to show a con- 
trary intention in the remainder of the 
policy. It said that inasmuch as there was 
no inconsistent expression of intention found 
in the policy, coverage was excluded if the 
loan or loans to one borrower exceeded 
$3,500.—American Aviation & General Insur- 
ance Company v. Georgia Telco Credit Union. 
United States Court of Appeals for the Fifth 
Circuit. June 8, 1955. 8 Fire anp Casu- 
ALTY CAsEs 697. 


Jewelry Insurance— 
“Valued” or ‘‘Open”’ Policy? 


A jewelry policy was held to be an “open” 
policy where there was nothing in it fixing 
the value of the object insured at the 
amount of the coverage. New York. 


The plaintiff insured 17 items of jewelry 
and six items of fur with the defendant in- 
surer for $51,650. Attached to the policy 
was a schedule describing the items and al- 
locating a specified amount of the aggregate 
insurance for each article. The plaintiff 
brought an action to recover for the theft of 
articles of jewelry insured for the total 
amount of $40,500. The lower court ruled 
that the policy was a “valued” policy, and 
refused to consider the market value of the 
property at the time of the loss. The in- 
surer appealed from a judgment for the in- 
sured, contending that the policy was, in 
‘open” policy, and that the amount 
of the loss was the market value of the 
goods at the time of the loss. 


‘ 


fact, an 


The higher court agreed with the insurer, 
and reversed the judgment. It noted that 
the policy “does insure” plaintiff “against 
loss or damage for the sum of an 
The court declared that these words do not 
fix the amount of any future loss, but merely 
set boundaries on the insurer’s liability. The 
amounts marked opposite each article were 
found under the heading “Amount of In- 
surance.” Ordinarily the amount of insur- 
ance set forth in the policy is the measure 
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of coverage rather than of damages, the 


court said. 


No suggestion of a fixation of value may 
be found in the policy, it concluded. The fact 
that the insurer required the insured to sub- 
mit an appraisal of each article before insur- 
ing it does not by itself constitute an 
agreement to fix value, as the insurer may 
have had many good reasons for requiring 
the appraisal—Naiman v. Niagara Fire In- 
surance Company. New York Supreme Court, 
Appellate Division. May 10, 1955. 8 Fire 
AND CASUALTY CASES 688. 


Recent Theft Insurance Cases 


Where the only proof of theft was an ex- 
trajudicial confession by the insured’s em- 
ployee, the insured had no cause of action 
against the insurance company. 


The insured, a dealer in musical instru- 
ments and sheet music, carried a _ theft 
insurance policy issued by the defendant in- 
surer. The policy provided that the “in- 
sured shall keep verifiable records of all 
property covered by this policy.” An em- 
ployee of the insured confessed that he had 
systematically taken money (totaling $9,758) 
from the insured over a period of five years 
by withholding from the cash register re- 
ceipts derived from the sale of sheet music. 
Inventories taken during the five-year period 
failed to disclose any shortage. The insured 
brought an action to recover the amount of 
the loss, and the insurer moved for a sum- 
mary judgment. 


The court ruled that the insurer was en- 
titled to summary judgment. It noted that 
the inventory could have been kept at a 
normal level by new purchases, but that a 
verifiable record of inventory would have 
disclosed a turnover in stock, for which 
there were no corresponding sales receipts. 
A verifiable record of loss would include 
such records, it said, and would disclose a 
loss, had there been one. 


It stated that as to fire policies the clause 
requiring inventories and safekeeping of rec- 
ords (the “iron safe clause”) is an enforce- 
able one, and there must be _ substantial 
compliance with it. Likewise, there must be 
substantial compliance with the record-keep- 
ing provisions of other policies, the court 
added. (See Accident & Casualty Insurance 
Company v. Lasater, 32 Tenn. App. 161.) 


In criminal prosecutions a confession must 
be accompanied by the establishment of the 
corpus delicti, it noted. Although this was 
not a criminal prosecution, the court said 
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that the reasoning with respect to confes- 
sions would have the same force here. There 
was no corpus delicti established inasmuch 
as the records and inventories disclosed no 
shortage. Rather, the evidence had the op- 
posite effect of tending to destroy the force 
of the confession. In conclusion, the con- 
without the establishment of the 
corpus delicti was held to be insufficient to 
establish the proof of loss, and the summary 
judgment was held to be in order for the 
insurer.—Clark & Jones, Inc. v. American 
Mutual Liability Insurance Company. United 
States District Court for the Eastern Dis- 
trict of Tennessee. February 7, 1955. 8 
Fire AND CASUALTY CASEs 711. 


fession 


N ANOTHER recent case involving theft 

insurance the court held that a judgment 
for the insured could not be sustained since 
the evidence disclosed that one of the doors 
of the truck was unlocked at the time of the 
forceable entry and theft. The facts showed 
that the insured’s driver had parked his 
truck, turned off the ignition and got out 
without locking the cab door. The truck 
was stolen and when located it was found 
that the rear panel door lock had been 
broken open and the contents of the truck 
removed. 


The policy insured against theft resulting 
from forceable entry, provided the doors and 
other opening of the insured’s vehicles were 
closed and locked when the forceable entry 
and theft occurred. The lower court awarded 
judgment to the insured, but the appellate 
court reversed the judgment inasmuch as 
one of the doors of the truck was not 
locked, in violation of the policy’s provi- 
sions. The court added that there was no 
reason why the insured and insurer could 
not contract to qualify the risk as was done 
in the instant case.—Universal Coffee Com- 
pany, Inc. v. American Insurance Company. 
Illinois Appellate Court. April 22, 1955. 8 
FrirE AND CASUALTY CASES 693. 


Short Short: Minnesota 


Where a pile driver was overturned by 
the operation of its winches, the court ruled 
that the resulting damage was caused by a 
collision of the pile driver with water and 
stationary objects, and that the damage, 
therefore, was within the coverage of a 
contractor’s equipment insurance policy.— 
Bolduc et al. v. New York Fire Insurance 
Company. Minnesota Supreme Court. March 
25, 1955. 8 Fire AND CASUALTY CAsEs 638. 
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Summaries of Selected Decisions 
Recently Reported by CCH 
AUTOMOBILE INSURANCE 
REPORTS 





State Law Controlling 
over Local Law 


A state law which made cattle owners 
liable for damages if they intentionally, 
willfully, carelessly or negligently allowed 
their cattle to run at large on a highway 
was controlling over a local law which 
confined liability to where the cattle were 
intentionally and willfully permitted on 
the highway. Florida. 


The plaintiff brought an action against a 
cattle owner to recover damages arising out 
of a collision between his automobile and 
a cow on the public highways. The Warren 
Act (Chapter 25236, Laws of Florida, Acts 
of 1949, Sections 588.12 to 588.26 of the 
Florida Statutes of 1951) makes every owner 
of livestock who intentionally, willfully, care- 
negligently permits his livestock 
to run at large or stray upon public roads 
liable for damages for all injury and prop- 
erty damages sustained by any person by 
reason thereof. A local law, applicable only 
to the particular county where the accident 
occurred (Chapter 23326, Special Laws of 
Florida, Acts of 1945), limited liability to 
every owner of livestock who willfully and 
intentionally permits his livestock to roam 
at large on the public highways. The lower 
court the plaintiff's complaint 
because it was not alleged that the defend- 
ant willfully and intentionally permitted his 
cow to run at large. Am appeal was taken 


lessly or 


dismissed 


The state supreme court reversed the trial 
court. It held that the Warren Act and not 
the local law was controlling. Therefore, ii 
was not necessary to allege that the cow was 
willfully and intentionally permitted to roam 
as liability may be predicated on the care 
lessness and negligence of its owner. 


Section 588.25 of the Florida Statutes 
Annotated (Section 14 of the original Warren 
Act) reads as follows: “The provisions of 
Secs. 588.12-588.25 shall not apply to coun- 
ties having special laws or general laws Df 
local application requiring the confinement 
and restraint of livestock; provided, how- 
ever, where the provisions of such special 
laws or general laws of local application <lo 


’ 


Automobile 


a ee 


not prohibit livestock from running upon or 
straying upon the public highways, or the 
provisions of stich special laws or general 
laws of local application do not provide for 
liability of owners of livestock for damages 
and injuries caused by such livestock, or 
provide less severe penalties than imposed 
by Sec. 588.24, the provisions of this act 
shall apply in each such case as if the pro- 
inserted in full in any 
general law of local 


visions hereof were 
such 
application. 


special law or 


Act, the court said 
that the legislative intent was 
to have a uniform for tort liability 
for damages and injury caused by livestock. 
To allow the local law to govern the situa- 
tion would be to hold that there couid be 
a different basis of liability on the owners 
of livestock in each of the 67 counties of 
Florida. It added that this construction 
could logically result in a constitutional 
affrmity by not affording equal protection 
of the laws to the persons injured.—Lynch 
v. Durrance. Florida Supreme Court. Janu- 
ary 21, 1955. 5 AuTromosILE Cases (2d) 460. 


In reading the Warren 
it appears 
basis 


Unilateral Mistake Not Ground 
for Voiding General Release 


Where the plaintiff signed a general re- 
lease when he intended only to release a 
property damage claim, there was a uni- 
lateral mistake which was not in itself 
sufficient ground for invalidating the re- 
lease. First Circuit. 


The plaintiff's wife brought an action 
against the defendant for personal injuries 
caused by an automobile accident in N€w 
Hampshire. She recovered a judgment. 
Joined with his wife’s count was a count by 
the plaintiff seeking recovery for his wife’s 
medical expenses and also for the loss of 
consortium. The plaintiff, a lawyer of more 
than 35 years experience, in consideration of 
$90.71, signed a general release. The plain- 
tiff’s own estimate of his property damage 


was $91.06. 


The defendant pleaded this general release 
as a bar to the plaintiff’s action for medical 
expenses and loss of consortium. The plain- 
tiff testified that he did not intend to release 
any claims except for property damage on 
his car. The insurer contended that even 
assuming a unilateral mistake of fact by the 
plaintiff, it did not warrant invalidating the 
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release as a matter of law. The trial court 
found for the plaintiff, and an appeal was 
taken. 


Held: Judgment for the plaintiff reversed. 
The court noted that there was no evidence 
of fraud or misrepresentation on the part 
of the defendant or his insurer in obtaining 
the general release. It stated that there 
was no New Hampshire decision brought to 
its attention that holds that a unilateral 
mistake in itself constitutes sufficient ground 
for voiding a release. The trial court erred 
in ruling that the release was not a valid 
defense because the plaintiff had intended 
to release only his property damage claim, it 
concluded. 


A concurring opinion stated that the 
plaintiff was probably so anxious to obtain 
the payment of his property damage claim 
that he was willing to sign the general 
release without waiting to ascertain whether 
his wife’s injuries amounted to anything. 
It declared that it knew of no equitable 
principle that would relieve the plaintiff of 
the consequences of signing the release.— 
Noble v. Farris. United States Court of 
Appeals for the First Circuit. May 6, 1955. 
5 AUTOMOBILE CAsEs (2d) 547. 


Issue of Bailment 
Held Not to Be Groundless 


Where the plaintiffs’ trailer was parked 
in a lot at the defendant’s direction for 
the purpose of being loaded by the de- 
fendant for another trip, the issue of 
whether the defendant was a bailee of 
the trailer for the mutual benefit of the 
parties was held not to be groundless. 
First Circuit. 


The driver of plaintiffs’ trailer called the 
dispatcher of the defendant (a common car- 
rier of freight) and asked if he had a load 
to take to Kansas City or Denver. He was 
told by the dispatcher to come down and 
he would be sent out to one of these desti- 
nations. The driver was under the impres- 
sion the dispatcher would send him out that 
Saturday, but the dispatcher said that they 
did not work on Saturday afternoons. The 
driver testified that he was told to put his 
trailer on one of the defendant’s parking 
lots, and that the dispatcher said he would 
be sent out Monday. On Monday it was 
discovered that the truck was missing, 

The plaintiffs brought an action to recover 
the loss, alleging that the defendant was a 
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bailee of the trailer for the mutual benefi 
of the parties, and that the loss was due td 
the defendant’s failure to use ordinary caré 
while the trailer was in its control. Thé 
trial court, however, ruled that there wag 
no evidence to warrant sending the issue of 
whether the defendant was a mutual baileé 
to the jury. It said that where a party 
merely permits another to park a vehicle 
on his lot and does not assume control ovef 
the vehicle, he is a gratuitous bailee and 
only liable for gross negligence. Inasmuch 
as there were no allegations of gross negli- 
gence, summary judgment was awarded to 
the defendant. 


On appeal, however, the judgment was 
vacated and remanded. The court declared 
that the issue of whether the defendant was 
a bailee for mutual benefit was not so 
groundless as to warrant a summary judg- 
ment. It noted that it is questionable 
whether the plaintiffs will be able to estab- 
lish that the defendant was a bailee for 
mutual benefit and was guilty of actionable 
negligence, but stated that they were en- 
titled to attempt to do so. The unlikelihood 
that they would prevail was held to be an 
insufficient reason for denying them a day 
in court.—Union Transfer Company et al. v. 
Riss & Company, Inc. United States Court 
of Appeals for the Eighth Circuit. January 
17, 1955. 5 AuToMoBILE CAsEs (2d) 476. 


Short Shorts from the Courts 


Fifth Circuit The decedent’s death 
was held to have been the result of his own 
negligence when he failed to leave his stalled 
vehicle after having been warned of the 
train’s approach by his passenger.—T7urner, 
Admx. v. Atlantic Coast Line Railroad Com- 
pany. United States Court of Appeals for 
the Fifth Circuit. May 10, 1955. 5 Auto- 
MOBILE CASES (2d) 544. 


Tennessee The state supreme court 
reversed the court of appeals, and held that 
a towed racing car (“hot rod”) constitutes a 
“trailer” within the meaning of an exclu- 
sionary clause of an automobile insurance 
policy. (For the opinion of the court of 
appeals, see the March, 1955 issue of the 
JourNAL.) The court said that the “hot 
rod” was being used in the manner of a 
trailer and that the insured, therefore, at 
the time of the accident was excluded from 
coverage.—Blue Ridge Insurance Company v.* 
Haun et al. Tennessee Supreme Court. 
November 16, 1954. (Rehearing denied, 
March 11, 1955.) 5 AvuTOMOBILE CASES 
(2d) 538. 
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